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BUSINESS ACTIVITY TAX 
SIMPLIFICATION ACT OF 2008 


TUESDAY, JUNE 24, 2008 

House of Representatives, 

Subcommittee on Commercial 

AND Administrative Law, 
Committee on the Judiciary, 

Washington, DC. 

The Subcommittee met, pursuant to notice, at 1:10 p.m., in room 
2237, Rayburn House Office Building, the Honoorable Linda 
Sanchez (Chairwoman of the Subcommittee) presiding. 

Present: Representatives Conyers, Sanchez, Johnson, Lofgren, 
Delahunt, Smith, Jordan, and Feeney. 

Staff present: Norberto Salinas, Majority Counsel; Stewart 
Jeffries, Minority Counsel; and Adam Russell, Majority Profes- 
sional Staff Member. 

Ms. Sanchez. This hearing of the Committee on the Judiciary, 
Subcommittee on Commercial and Administrative Law will now 
come to order. 

Without objection, the Chair will be authorized to declare a re- 
cess of the hearing at any point. 

I am now going to recognize myself for a short statement. 

The growth of marketing and sales of goods and services over the 
Internet is just one example of our country’s movement toward an 
economic system not limited by State borders. 

But this borderless economy has led to confusion for some busi- 
nesses regarding their tax obligations. Although a State levies 
taxes on companies conducting business within the State, some 
companies have expressed concerns that they are unaware when 
their activities trigger State tax obligations. 

These companies favor a physical presence standard for taxation. 
In essence, the standard would require businesses to pay taxes to 
States in which they own or lease property or effectively station 
employees. 

On the opposing side are the State governments. They oppose 
such an approach contending that, in the future, because more 
transactions and services will occur online, the physical presence 
standard would eviscerate State revenues and prompt tax avoid- 
ance schemes. 

The question then becomes how do you clarify the taxation 
standard while protecting State revenues and taxing authorities. 

The legislation we are examining today is H.R. 5267, the “Busi- 
ness Activity Tax Simplification Act of 2008.” 

( 1 ) 
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[The bill, H.R. 5267, follows:] 


I 


110th congress 

2d Session 


H. R. 5267 


To regulate certain State taxation of interstate commerce, and for other 
purposes. 


TN TTTE TTOIJSE OF KEPFEftFNTATRT^S 

February 7. 2008 

Mr. Botjchek (for himself. Mr. Goodkatte, Mr. I)At^S of Alabama, Mr. 
('■HABOT, Ms. HERSBTH SANDLIN, Mr. FEBNEY, Ms. JACK80N-LEE of 
Texas, Mr. GALLEGLYh Mr. JOHNSON of Georgia, Mr. PENCE, Ms. ZOE 
TjOFGREN of California, Mr. SOOTT of Virginia, and Mr. WexTiER) intro- 
duced the following biU; wliicdi was referred to the Committee oil the Ju- 
diciary 


A BILL 

'fo regulate eertairi State taxation of interstate eoinmcrce, 
and for other purjDoses. 


1 Be it enacted iy the Senate and House of Representa- 

2 tives of the United States of America in Congress assembled, 

3 SECTION 1. SHORT TITLE. 

4 This Act niay he cited as the “Eusincss Activity Tax 

5 Simplification Act of 2008’’. 

6 SEC. 2. MODERNIZATION OF PUBLIC LAW 86-272. 

7 (a) SOTJGTTATTONS WITH ReSPEGT TO SAI.ES AND 


Transactions op Other T han Tangible Tersonae 
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2 

1 Property. — Section 101 of the Act entitled “An A(‘,t re- 

2 lating to the power of the States to impose net income 

3 taxes on income derived from interstate commerce, and 

4 authoriiiing studies by congressional committees of mat- 

5 ters pertaining thereto"’, approv(!(l September 14, 1959 

6 (15 U.S.C. 381 et seq.) is amended — 

7 (1) in section (a), by striking “either, or both,” 

8 and inserting “any one or more”; 

9 (2) in subsection (a)(1), by striking “by such 

10 person” and all that follows and inserting “(which 

11 are sent outside the State for approval or i-ejeetion) 

12 or enstomers by such person, or his representative, 

13 in such State for sales or transactions, which are — 

14 “(A) in the case of tangible personal prop- 

15 ertjr, filled by shipment or delivery from a point 

16 outside the State; and 

17 “(B) in the case of all other forms of prop- 

18 erty, sendees, and other transactions, fulfilled 

19 or distributed from a point outside the State;”; 

20 (3) in subsection (a)(2), by stidking the period 

21 at the end and inserting a semicolon; 

22 (4) in subsection (a), by adding at the end the 

23 following new yraragrayjhs: 

24 “(3) the furnishing of information to customers 

25 or affiliates in such State, or the coverage of events 


>HR 5267 IH 
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1 (>r other gatliering of information in sntili State by 

2 sueh person, or his representative, which inforniatiori 

3 is used or disseminated from a point outside the 

4 State; and 

5 “(4) tiiose business aetmties (Ureetly relatxni to 

6 such person’s potential or actual purchase of goods 

7 or sendees within the State if the final decision to 

8 purchase is made outside the State.”; 

9 (5) by striking subsection (c) and inserting the 

10 following new subsection: 

11 “(c) For purposes of subsection (a) of this section, 

12 a person shall not be considered to have engaged in busi- 

13 ness activities within a State during any taxable year 

1 4 merely — 

15 “(1) by reason of sales or transactions in such 

16 State, the solicitation of orders for sales or trans- 

17 actions in such State, the furnishing of information 

18 to customers or affiliates in such State, or the cov- 

19 crage of events or other gathering of information in 

20 such State, on behalf of such person by one or more 

21 independent contractors; 

22 “(2) by reason of the maintenance of an office 

23 in such State by one or more independent contrac- 

24 tors w’hose acthdties on behalf of sueh person in 

25 such State consist solely of making sales or flilfilling 


>HR 5267 IH 
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4 

1 transaciioiis, s()li(‘iting order for sales or trans- 

2 actions, the furnishiTig of information to customers 

3 or affiliates, or the coverage of events or other gath- 

4 erhig of iiiforinatiori; or 

5 “(3) hy reason of the furnishing of information 

6 to an independent contractor by such person ancil- 

7 larj^ to the solicitation of orders or transactions by 

8 the independent contractor on behalf of su(‘ii per- 

9 son.”; and 

10 (61 in subsection (d)(1) — 

11 (A) by inserting “or fulfilling trans- 

12 actions,” after “selling”; and 

13 (B) by striking “the sale of, tangible per- 

14 sonal property” and inserting “a sale or trans- 

15 action, furnishing information, or covering 

16 events, or othcnrisc gathering' information”. 

17 (b) Ae'plication of Prohibitions to Other Busi- 

18 NESS AirtmTY Ta xe s. Title I of the Act entitled “An 

19 Act relating to the po'sver of the States to impose net in- 

20 come taxes on income derived from interstate commerce, 

21 and authorriiiig studies by congressional committees of 

22 matters pertaining thereto”, approved September 14, 

23 1959, (15 U.S.C. 381 ct scq.) is amended by adding at 

24 the end the following: 


>HR 5267 IH 
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5 

1 ‘‘SE(y. 105. For taxable periods beginning on or after 

2 Januaiy 1, 2009, the prohibitions of section 101 that 

3 apply TOth respect to net income taxes shall also apply 

4 with respect to each other business activity tax, as defined 

5 in seefion 3(g) of th(! Business Ac'tmty Tax Siniplification 

6 Act of 2008. A State or ]3olitical subdivision thereof may 

7 not assess or collect any tax which by reason of this sec- 

8 tion the State or politi(‘.al subdivision may not impose.”. 

9 (c) Effective Date. — T he amendments made by 

10 this section shall apply with respect to the imposition, as- 

1 1 sessment, and collection of taxes foi' taxable periods begin- 

12 ning on or after Januars^ 1 , 2009. 

13 SEC. 3. MINIMUM JURISDICTIONAL STANDARD FOR STATE 

1 4 AND LOCAL NET INCOME TAXES AND OTHER 

1 5 BUSINESS ACTIVITY TAXES. 

16 (a) Ik Gekeeal. — N o taxing authority of a State 

17 shall have power to impose, assess, or collect a net income 

18 tax or other business activity tax on any person relating 

19 to such person’s activities in interstate conimercc unless 

20 such person has a physical presence in the State during 

21 the taxable period with respect to which the tax Is im- 

22 posed. 

23 (b) Requihements foe ITiysical ITiesence. — 

24 (1) In Genekal. — F or pui-poses of subsection 

25 (a), a, person has a physic.al presen(‘,e in a State only 


•HR 5267 IH 
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6 

1 if such person’s business a,(ith'ities in tiie Staie in- 

2 elude any of the following during such person’s tax- 

3 able year: 

4 (A) Being an individual physically in the 

5 State, or assigning om; or more employees to be 

6 in the State. 

7 (B) Using the seindces of an agent (exclud- 

8 ing an employee) to establish or maintain the 

9 market in the State, if such agent does not per- 

10 form business seraces in the State for any 

1 1 other person duiiiig such taxable year. 

12 (C) The leasing or owning of tangible per- 

13 sonal property or of real property in the State. 

14 (2) De minimis physical presence. — For 

15 purf)oses of this section, the term “physical pres- 

16 once” shall not inedude — 

17 (A) presence in a State for less than 15 

18 days in a taxable year (or a greater number of 

19 days if provided by State law); or 

20 (B) presence in a State to conduct limited 

21 or transient business activity. 

22 (c,) Taxable Periods Not Consisting op a 

23 Year. — I f the taxable period for which the tax is imposed 

24 is not a year, then any requirements expressed in days 


•HR 5267 IH 
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I 

1 for establisliing physit'al presenc'e iimier this Act siiall be 

2 adjusted jiro rata accordingly. 

3 (d) Minimum Juiusdictionuvl Si’ANDiUiD. — This 

4 section provides foi' miiiiniuin jurisdictional standards and 

5 shall not be construed to modify, affe(!t, or supersede the 

6 authority of a State or any other provision of Federal law 

7 allowing persons to conduct gi-eater activities without the 

8 imposition of tax jurisdiction. 

9 (e) ExCErTiONS. — 

10 (1) Domestic business entities and indi- 

11 VUDUALS domiciled IX, OK RESIDENTS OF, THE 

12 STATE. — Subsection (a) docs not apply with respect 

13 to — 

14 (A) a person (other than an individual) 

15 that is inc()rj)orated or formed under the laws 

16 of the State (or domiciled in the State) in which 

17 the tax is imposed; or 

18 (B) an individual who is dornicDed in, or a 

19 resident of, the State in which the tax is im- 

20 posed. 

21 (2) Taxation op partners iVXD similar per- 

22 SONS. — This section shall not he (‘onstmed to modify 

23 or affect any State business activity tax liability of 

24 an owmer or beneficiaiy of an entity that is a part- 

25 nersliip, an S (-orporation (as defined in section 


>HR 5267 IH 
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1 1361 of the Intenial Revenue Code of 1986), a liin- 

2 itcd liability company (classified as a partnership for 

3 Federal income tax purposes), a tnist, an estate, or 

4 any other similar entity, if the entity has a physical 

5 presence! in the State in which the ta,x is imposed. 

6 (3) Pkbsbrvation op authority. — Tliis sec- 

7 tion shall not be constnied to modify, affect, or su- 

8 persede the anthorify of a State to bring an enforeie- 

9 ment action against a person or entity that rnay^ be 

10 engaged in an illegal actmfy, a sham transaction, or 

11 any perceived or actual abuse in its business aetivi- 

12 tics if such enforcement action docs not modify, af- 

13 feet, or supersede the operation of any provision of 

1 4 this section or of am^ other Federal law. 

15 (f) Rule of Construction. — T his section shall not 

1 6 be construed to modify, affect, or supersede the operation 

17 of title 1 of the Act entitled “An Act relating to the power 

18 of the States to impose net income taxes on income derived 

19 from interstate commerce, and authorizing studies by con- 

20 gressional committees of matters pertaining thereto’% ap- 

21 proved September 14, 1959 (15 U.S.C. 381 et seq.). 

22 (g) Definitions, etc. — F or pmqioses of this section: 

23 (1) Net income tax. — The term “net income 

24 tax” has the meaning given that term for the pur- 

25 poses of the A<‘t entitled “An Act relating to the 


•HR 5267 IH 
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9 

1 power of the States to impose net ineorne taxes on 

2 income derived from interstate commerce, and an- 

3 tliorizing studies by congressional committees of 

4 matters pertaining thereto”, approved September 

5 14, 1959 (15 T:.S.C. 1181 et setp). 

6 (2 ) Other business ACTmTY tax. — 

7 (A) In GENERjVL. — T he term “other busi- 

8 ness activity tax” means any tax in the nature 

9 of a net income tax or tax measured by the 

10 amount of, or economic results of, business or 

1 1 related activity conducted in the State. 

12 (15) KxCTAISTON. — The term “other busi- 

13 ness activity tax” does not include a sales tax, 

14 a use tax, or a similar transaction tax, imposed 

15 on the sale or awpiisition of goods or seivices, 

16 whether or not denominated a tax imposed on 

17 the prralege of doing business. 

18 (3) Person.— The term “person” has the 

19 meaning given such term by section 1 of title 1 of 

20 the United States Code. 

21 (4) State. — The tenu “State” means any of 

22 the several States, the Distrirt, of Columbia, or any 

23 territory or possession of the United States, or any 

24 political subdivision of any of the foregoing. 


>HR 5267 IH 
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10 

1 (5) Tanoible personal property. — For pnr- 

2 poses of subsection (b)(1)(Ci), the leasinw or owning 

3 of tangible personal property does not include the 

4 leasing' or licensing of computer softwai'e. 

5 (ti) Effective Date. - This section shall apply "ttith 

6 respect to taxable periods beginning on or after Januaiy 

7 1,2009. 

o 


•HR 5267 IH 
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Ms. Sanchez. This bill would prohibit State taxation of inter- 
state commerce of out-of-state transactions involving all forms of 
property. 

The legislation would also establish the physical presence stand- 
ard advocated by business interests. 

This afternoon’s hearing serves a dual purpose. First, this hear- 
ing provides us with the opportunity to learn more about business 
activity taxes and under what circumstances they are levied. 

Second, the testimony provided today will help us determine 
what role Congress has in this matter and whether H.R. 5267 ad- 
dresses the concerns of businesses that are expected to pay these 
types of taxes while also protecting the interests of State govern- 
ments to tax business activity within their borders. 

To help us explore these issues, we have six witnesses divided 
into two panels for this hearing. 

For our first panel, we have Representatives Rick Boucher from 
the 9th District of Virginia and Bob Goodlatte from the 6th District 
of Virginia, the authors of the legislation. And they will discuss 
H.R. 5267. 

For our second panel, I am pleased to have Mark Ducharme, vice 
president and CFO of Monterey Boats; R. Bruce Johnson, commis- 
sioner of the Utah State Tax Commission; Michael Petricone, vice 
president of technology policy at the Consumer Electronics Associa- 
tion; and David Quam, director of Federal relations at the National 
Governors’ Association. 

As we hear today’s testimony, let us remember that we must bal- 
ance the interests of State governments to collect revenue with ef- 
forts to encourage business development. 

Accordingly, I look forward to this afternoon’s hearing and see it 
as the beginning of a dialogue on this issue. 

I now would like to recognize my colleague, Mr. Jordan, our act- 
ing Ranking Member of the Subcommittee for any opening remarks 
he may have. 

Mr. Jordan. Thank you. Madam Chair. 

Ranking Member Cannon is unable to make the hearing today 
because of the Utah primary. He extends his regrets. 

Today we consider H.R. 5267, the “Business Activity Tax Sim- 
plification Act of 2008,” a measure intended to provide greater clar- 
ity to businesses in navigating the tax landscape. 

This bill was introduced by Representative Rick Boucher on Feb- 
ruary 26, 2008, and has 26 co-sponsors. 

Representative Bob Goodlatte, who sponsored similar measures 
in previous Congresses, is the primary Republican co-sponsor of the 
legislation. 

H.R. 5267 is designed to address a fundamental problem relating 
to interstate commerce. Specifically, when is a State justified in 
taxing a business with little or no physical connection with the 
State? 

Congress has examined this issue from time to time over the 
years. Now, with the emergence of the Internet economy and the 
explosion of the service industries, the need for clear, concise tax- 
ation standards has become even more urgent. 

In 1995, Congress enacting Public Law 86-272, still enforced 
today, prohibiting States from imposing a business activity tax on 
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companies whose only contact with the State is the solicitation of 
orders for tangible goods. 

In addition, since 1959, many States appear to have engaged in 
practices that are at odds with the meaning and the intent of Pub- 
lic Law 86-272. 

For example. States have begun to impose a tax on companies 
business activities on gross receipts rather than on net income. 

These developments have wreaked havoc on businesses. These 
businesses have incurred great expense in attempting to decipher 
and, in many cases, litigate the appropriate nexus standard for 
business activity taxes. 

H.R. 5267 would provide some certainty to this issue. It would 
amend Public Law 86-272 to be able to apply to solicitation activi- 
ties in connection with all sales not just sales of tangible personal 
property. 

It would also cover all business activity taxes, not just net in- 
come taxes. 

It establishes a bright line 15-day physical presence requirement 
for the imposition of business activity taxes and would codify the 
current physical presence standard observed for years and elabo- 
rated by the Supreme Court in 1992 in Quill v. North Dakota. 

In Quill, the Court required that in order to impose a require- 
ment, that remote vendors collect and remit sales taxes for sales 
made to customers in the State the business must have a physical 
presence within the State. 

During the 107th, 108th, and 109th Congresses, Subcommittee 
considered similar measures sponsored by Mr. Goodlatte. 

The bill in the 107th Congress was reported out favorably by this 
Subcommittee though the full Judiciary Committee did not have an 
opportunity to consider it prior to conclusion of that Congress. 

In the 108th Congress, the Subcommittee did not have an oppor- 
tunity to consider the bill further after a legislative hearing. 

And in the 109th Congress, the bill was favorably reported out 
of the Committee by voice vote but was not considered by the full 
House. 

I would note that supporters of this legislation have made a 
number of changes from previous versions in order to make the bill 
more palatable to the States. 

One such change was reducing the period of time that triggered 
tax liability from 21 days to 15. This bill also eliminates the num- 
ber of exceptions to the physical presence test that were contained 
in earlier versions. 

As always, this bill enjoys wide support in the business commu- 
nity, including the Business Roundtable, the National Association 
of Manufacturers, the Motion Picture Association of America, and 
the Software and Information Industry Association, to name only 
a few. 

I recognize that the States continue to have a number of con- 
cerns about the legislation, both in terms of how it will impact 
their bottom line and its encroaching into traditional State taxation 
authorities. 

I hope that this hearing can begin a dialogue where both sides 
can try to reach an accommodation on this important issue for 
American businesses. 
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I look forward to hearing from all our witnesses today. 

Thank you, Madam Chair. 

Ms. Sanchez. Thank you. I thank the gentleman for his state- 
ment, and I would like to recognize Mr. Smith, the distinguished 
Ranking Member of the Committee on the Judiciary for an opening 
statement if he wishes. 

Mr. Smith. Thank you. Madam Chair. 

First of all, I want to thank our colleagues from the Judiciary 
Committee, Congressman Boucher and Congressman Goodlatte, for 
introducing this piece of legislation. 

It is nice to see two Members of the Committee and two Vir- 
ginians linking arms to pass such a good piece of legislation. 

H.R. 5267, the Business Activity Tax Simplification Act of 2008, 
creates a physical presence requirement before State governments 
can collect income taxes or other business activity taxes on compa- 
nies that conduct businesses in their States. 

Without such a physical presence requirement, companies must 
contend with dozens of different rules for determining when they 
owe State business activity taxes. 

The Business Activity Tax Simplification Act brings the law re- 
garding business activity tax into line with the physical presence 
standard that Congress adopted for State sales taxes in 1959. 

This bill would list those conditions that a business must meet 
to establish a physical presence for the purposes of the imposition 
of a business activity tax by States. 

I supported similar legislation in the past because I think that 
businesses deserve some clarity as to when they will owe corporate 
income taxes. 

This bill also will make it easier for small businesses to deter- 
mine their tax liability, and it will also limit the imposition of taxes 
for the simple act, for example, of driving goods across a State’s 
highways. 

This legislation has tremendous support in the business commu- 
nity. 

We have received over 20 statements for the record in support 
of this legislation from business associations both large and small. 

At the same time, I recognize that some States have concerns 
about this legislation because of its impact on potential revenue. 

I know this Subcommittee has a history of asking the States and 
business stakeholders to sit down and talk about their differences 
when it comes to taxation, so I hope similar such talks can occur 
in the future about this legislation. 

And with that. Madam Chair, I will yield back. 

Thank you for yielding. 

Ms. Sanchez. I thank the gentleman for his statement. 

Without objection, other Members’ opening statements will be in- 
cluded in the record. 

[The prepared statement of Mr. Conyers follows:] 

Prepared Statement of the Honorable John Conyers, Jr., a Representative 

IN Congress from the State of Michigan, Chairman, Committee on the Judi- 
ciary, AND Member, Subcommittee on Commercial and Administrative Law 

While Congress must ensure that the States do not burden interstate commerce 
through their teixing authority, the authority of States to tax activity within their 
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borders must be respected. Clearly, we must carefully balance these competing in- 
terests. 

Today, we will consider H.R. 5267, the “Business Activity Tax Simplification Act 
of 2008,” which attempts to clarify when a State may teix a business with little or 
no physical connection with the State. 

The bill establishes a physical presence standard for business activity taxes, and 
amends Public Law 86-272 to protect from State net income tax obligations the so- 
licitation of orders of all forms of property and services, not just tangible property. 

Establishing a uniform standard would potentially create certainty for businesses 
and State governments. The business community could presumably better plan its 
development by knowing when and where it is obligated to pay teixes. 

Imposing a physical presence standard, however, could drastically alter the taxing 
landscape. States now generally apply an economic presence standard, whereby a 
company is taxed based on whether it conducts business within the State. 

In this precarious economic environment, where State revenues are already in de- 
cline, we should be very careful in considering legislation that could further impact 
State revenues or present tax avoidance possibilities. 

At least with respect to legislation that was similar to H.R. 5267, it was estimated 
that lost State tax revenues could be as high as $8 billion in the first year following 
enactment. 

I think we need to look carefully at this bill to see if it might have a similar nega- 
tive impact on the States. 

I look forward to today’s hearing, and hope it will achieve three critical objectives. 

First, it should serve as a robust venue where the current standard of economic 
presence, the extent of confusion presented by the current standard, and the bona 
fides of a new standard that would permit a State to teix only companies with a 
physical presence there can be thoroughly examined. 

Second, this hearing should allow us to focus on H.R. 5267, which responds to con- 
cerns put forward by the business community regarding confusing State tax obliga- 
tions. 

Third, this hearing should serve to begin a dialogue on State business activity 
taxes that results in a standard that is predictable, respects State taxing authority, 
and provides for a balanced and fair tax system. 

I thank Chairwoman Sanchez for holding this important hearing, and I very much 
look forward to hearing today from the witnesses. 

[The prepared statement of Mr. Cohen follows:] 

Prepared Statement of the Honorable Steve Cohen, a Representative in 

Congress from the State of Tennessee, and Member, Subcommittee on 

Commercial and Administrative Law 

The issue that H.R. 5267, the “Business Activity Tax Simplification Act,” seeks 
to address is a complex one. What is the proper scope of a state’s authority to tax 
the business activity of an interstate business? Unfortunately, the Supreme Court 
has provided ambiguous guidance with respect to the constitutionally required 
nexus between a state and an interstate business that is needed for the state to be 
able to impose a business activity tax. 

H.R. 5267 is supposed to answer this question in favor of a “physical presence” 
nexus requirement and a limited definition of taxable business activity. Proponents 
of this bill contend that they seek uniformity and clarity with respect to the state 
tax obligations of businesses, and that the current patchwork of state and local teix 
laws concerning business activity places an unsustainable and impermissible burden 
on interstate commerce. Opponents, meanwhile, maintain that this bill, if enacted 
as written, would cost financially strapped states like Tennessee billions of dollars 
in lost tax revenue, and that will have a negative impact on state government serv- 
ices and employees. I do not see H.R. 5267 as the final answer to the issue of states’ 
authority to impose business activity teixes. Rather, I hope that all the stakeholders 
will use this opportunity to engage in an honest and open discussion amongst them 
so as to reach consensus on establishing a clear and uniform standard with respect 
to business activity taxes. 

[The prepared statement of Mr. Franks follows:] 
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Prepared Statement of the Honorable Trent Franks, a Representative in 

Congress from the State of Arizona, and Member, Subcommittee on Com- 
mercial AND Administrative Law 

Thank you, Madam Chair, for holding this critically important hearing on the 
“Business Activity Tax Simplification Act of 2008.” I would also like to express my 
appreciation to the witnesses for joining us here today to discuss this legislation. 

It is rare in this 110th Congress that a proposed law has drawn such diverse sup- 
port across party lines. A brief glance at this legislation’s cosponsors reveals some 
of the most ardent conservatives lining up with the most passionate liberals in sup- 
port of this bill. It is equally rare in this Congress that a law has been considered 
which makes government less intrusive, business easier, and regulations clearer. 
Metaphorically, this bill is the white whale of this session. With bipartisan coopera- 
tion and sound policy, it unquestionably deserves the full backing of this sub- 
committee. 

First, I would like to address the concerns of the states, the most visible oppo- 
nents of this legislation. They claim that the “Business Activity Tax Simplification 
Act of 2008” passes an unfunded mandate onto state governments. This mandate, 
according to the states, comes at an especially difficult financial time for their budg- 
ets. Yet financial irresponsibility on the part of the states does not provide an ex- 
cuse for their laws to interfere with the flow of interstate commerce. Many studies, 
such as from the CATO Institute, document the reckless spending binge indulged 
in by state governments. I do not mean to take the financial problems now faced 
by the states lightly, but they have no business passing on their burden to the det- 
riment of the national economy. Finally, it appears that the states tend to exag- 
gerate the severity of this legislation’s impact on teix revenues. The Tax Foundation 
notes that the estimated revenue loss for the states under similar legislation au- 
thored in the 109th Congress is roughly 0.1 percent, so small that it falls within 
typical revenue estimate margins of error. 

This issue of overreaching state laws is not new. Before the Constitution, the 
United States was governed under the Articles of Confederation. Under these Arti- 
cles, the federal government was powerless to ensure that interstate commerce 
flowed without burdensome impediments. States often engaged in trade wars with 
each other, grinding national commerce to a halt. As a remedy, the new Constitu- 
tion drafted by the Founding Fathers gave Congress explicit authority in Article I 
to regulate commerce “among the several states.” This legislation clearly falls under 
the purview of the Commerce Clause and within Congress’ enumerated powers. 

With this constitutional authority in mind, the “Business Activity Tax Simplifica- 
tion Act of 2008” modernizes a 49-year-old law to reflect the dramatic changes in 
the nature of our economy, which is increasingly reliant upon networks that cross 
state lines. In a time of slowing economic growth, confusing and irrational policies 
are the last thing that American workers and employers need. Business activity 
taxes are just that. Haphazardly applied and enforced, they unnecessarily impede 
the vibrant interstate commerce that fuels our powerful economic engine. As such. 
Congress has a legitimate and vital responsibility to act. 

In establishing guidelines based upon a “physical presence” standard, this legisla- 
tion gives much-needed legal clarity to small businesses hoping to expand their op- 
erations to other states. Some argue that states can work collectively to make their 
business activity taxes more succinct; yet it is for this very purpose, to address com- 
merce issues that cross state lines, that the federal government exists! I urge all 
of my colleagues to support this common-sense, bipartisan legislation that protects 
the interstate economy so vital to the fabric of this nation. Madam Chair, I yield 
the balance of my time. 

I am now pleased to introduce the witnesses on our first panel 
for today’s hearing. 

Our first witness is Congressman Rick Boucher. 

Mr. Boucher is serving in his thirteenth term in the U.S. House 
of Representatives and represents Virginia’s 9th Congressional Dis- 
trict. 

Prior to his election to Congress, he served for 7 years as a mem- 
ber of the Virginia State Senate. 

He is a native of Abingdon, Virginia. 
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Congressman Boucher sits on the House Judiciary Committee, 
serving on the Courts, the Internet, and Intellectual Property Sub- 
committee. 

He also is a Member of the House Energy and Commerce Com- 
mittee, serving on three Subcommittees: Energy and Air Quality, 
of which he is the Chairman; as well as Telecommunications and 
the Internet; and Commerce Trade and Consumer Protection. 

As Chairman of the Energy and Air Quality Subcommittee, he is 
uniquely positioned to influence Federal legislation relating to a 
broad range of energy-related issues including electricity genera- 
tion and markets, cool use, pipeline safety, refineries, and the 
Clean Air Act. 

Mr. Boucher is the sponsor of H.R. 5267. 

Our second witness is Congressman Goodlatte. Mr. Goodlatte is 
in his eighth term and represents the 6th Congressional District of 
Virginia. 

Prior to serving in Congress, he was a partner in the law firm 
of Bird, Kinder, and Huffman. 

Congressman Goodlatte also served as district director for former 
Congressman Caldwell Butler. 

Congressman Goodlatte serves on the House Judiciary Sub- 
committee on Immigration, Citizenship, Refugees, Border Security, 
and International Law and on the Courts, the Internet, and Intel- 
lectual Property Subcommittee. 

In addition to serving on the House Judiciary Committee, he 
serves as the Ranking Republican on the House Agriculture Com- 
mittee. 

Congressman Goodlatte has taken a strong interest in issues 
such as welfare reform and forestry policy. 

Mr. Goodlatte is an original co-sponsor of H.R. 5267. 

I want to thank you both for your willingness to participate in 
today’s hearing. 

And without objection, your written statements will be placed 
into the record in their entirety. 

And we are going ask that you limit your oral remarks to 5 min- 
utes. 

You are, I am sure, more than intimate with the lighting system. 

Sometimes, we forget to start it, but you are forewarned. 

And, of course, if you are caught mid-sentence or mid-thought 
when your time expires, we will allow you to complete your thought 
before moving on. 

So with that, I am going to invite Mr. Boucher to please proceed 
with your testimony. 

TESTIMONY OF THE HONORABLE RICK BOUCHER, A REP- 
RESENTATIVE IN CONGRESS FROM THE STATE OF VIRGINIA 

Mr. Boucher. Chairwoman Sanchez, thank you very much for 
holding this hearing on what Bob and I both believe is a timely 
subject and, according to both of us, an opportunity to comment on 
the legislation that together we have introduced. 

We have been partnered in this exercise for many years, and con- 
tinue to believe that this measure deserves passage and would 
commend it to the Subcommittee’s consideration. 
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I would note this afternoon that the measure is co-sponsored by 
26 Members of the House. 

And I will just take a moment to list of Members of the House 
Judiciary Committee who, on a bipartisan basis, are supporting the 
legislation. 

Representatives Hank Johnson, Bobby Scott, Zoe Lofgren, Arthur 
Davis, Sheila Jackson Lee, Bob Wexler, Anthony Weiner, Elton 
Gallegly, Steve Chabot, Mike Pence, and Tom Feeney. 

So we do have, essentially, equal numbers of Democrats and Re- 
publicans on the full Committee co-sponsoring this measure. 

It is an urgently-needed modernization of a 49-year-old statute 
that determines when States can impose State income taxes on the 
sales of tangible personal property within that State. 

Reflecting the economy of its time, that five-decade-old statute 
only applies to State income taxes, and it only applies to the sales 
of tangible personal property. 

Over the years. States have adopted a series of business activity 
taxes that, in some respects, are proxies for the State income tax 
including, among others, gross receipts taxes and a range of license 
arrangements. 

And the States frequently seek to impose those taxes on out-of- 
state companies that have no physical presence within the State. 

And over the years, greater volumes of our national commerce 
have been in intangible products and services such as financial 
services and software. 

Our measure modernizes the old law by expanding it to address 
not just State income taxes but also that range of business activity 
taxes that serve as proxies in some cases for the State income 
taxes. 

And we also create situations where there is a more explicit 
bright-line standard for the circumstances in which those taxes can 
be imposed. 

For 49 years, the test has been whether or not an out-of-state 
company has a physical presence within the taxing State. 

We keep that standard, but we provide a much clearer definition 
of what constitutes a physical presence. 

The bill provides certainty for the States and for out-of-state 
companies alike by specifying that physical presence means having 
property or employees within the taxing State for at least days 
within a year. 

If that test is met. State business activity taxes can be imposed 
on the sales that take place within that State. 

In the absence of these needed changes, the current legal uncer- 
tainty is producing clearly undesirable result. 

And I will just mention several examples. 

In Louisiana, the threat of business activity taxes has been 
raised against companies that have no physical presence within the 
State but broadcast advertisements from out-of-state into the State 
of Louisiana. 

Several States have attempted to impose business activity taxes 
on credit card companies located outside the State based solely on 
the fact that in-state residents are subscribers to those credit card 


services. 
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New Jersey has held trucks belonging to companies with no 
physical presence in New Jersey that were passing through the 
State in order to make deliveries in another State until business 
activity taxes sometimes ranging in the tens of thousands of dollars 
have been paid. 

Many other equally troubling examples could be cited, and I 
think some witnesses, perhaps, will mention some of them. 

Our legislation is a needed modification of an old law which is 
appropriate to the realities of today’s national commerce. 

If offers a certainty that should be welcome to companies doing 
business across State lines and to the taxing authorities at the 
State level alike. 

I very much appreciate the Chairwoman’s focus on this timely 
matter, her very balanced statement, and her indication of wel- 
coming our views and a continued discussion on this subject. 

We very much look forward to working with you and the other 
Members of the Committee as your considerations continue. 

At the end of that process, it is very much our hope that we will 
be able to pass a law which provides a much-needed modernization 
of the term under which State business activity taxes can be im- 
posed on out-of-state companies of them. 

Thank you very much. Madam Chairwoman. 

[The prepared statement of Mr. Boucher follows:] 

Prepahed Statement of the Honorable Rick Boucher, a Representative in 
Congress from the State of Virginia 

Chairwoman Sanchez, I appreciate your conducting today’s hearing on the Busi- 
ness Activity Tax Simplification Act, which I introduced with my Virginia colleague 
Bob Goodlatte. 

The measure is cosponsored by 26 House Members, including our Committee col- 
leagues Hank Johnson, Bobby Scott, Zoe Lofgren, Artur Davis, Sheila Jackson Lee, 
Bob Wexler, Anthony Weiner, Elton Gallegly, Steve Chabot, Mike Pence, and Tom 
Feeney. 

It is an urgently needed modernization of the 49-year-old federal statute that de- 
termines when states can impose state income taxes on the sale of tangible personal 
goods in the state. 

Reflecting the economy of its time, that five decade old law only applies to state 
income taxes and only to the sale within the state of tangible personal property. 

Over the years, states have adopted a series of business activity taxes that are 
proxies for the state income tax, including gross receipts taxes, licensing arrange- 
ments, and other charges which states frequently seek to impose on out of state 
companies. 

And over the years, greater volumes of our national commerce have been in intan- 
gible products and services, such as financial services and software. 

Our measure modernized the old law by expanding it to address not just state 
income taxes but business activity taxes as well. 

We also make the circumstances under which these taxes can be imposed on out 
of state companies explicit with a bright line standard. 

For 49 years the test has been whether the out of state company has a physical 
presence in the taxing state. 

We keep that standard, but we provide a clearer definition of what constitutes 
physical presence. The bill provides certainty for the states and out of state compa- 
nies alike by specifying that physical presence means having property or employees 
in the state for at least 15 days annually. If that test is met, state business activity 
taxes can be imposed on the sales that take place in the state. 

In the absence of these needed changes, the current legal uncertainty is producing 
undesirable results. 

In Louisiana, the threat of business activity teixes has been raised against compa- 
nies that have no physical presence in the state but broadcast advertisements into 
the state from out of state. 
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Several states have attempted to impose business activity taxes on credit card 
companies located outside the state, based solely on the fact that in state residents 
subscribe to the credit cards. 

New Jersey has held trucks belonging to companies with no physical presence in 
New Jersey that were passing through the state to make deliveries in another state 
until business activity taxes of tens of thousand of dollars were paid. 

Many other equally troubling examples can be cited. 

Our legislation is a needed modification of an old law which is appropriate to the 
realities of today’s national commerce. It offers a certainty that should be welcome 
to both companies doing business across state lines and state taxing authorities 
alike. 

I appreciate the Committee’s focus on this timely matter and look forward to 
working with you as we take further steps. 

Ms. Sanchez. Thank you, Mr. Boucher. We appreciate your testi- 
mony. 

At this time, I would invite Mr. Goodlatte to proceed with his 
testimony. 

TESTIMONY OF THE HONORABLE BOB GOODLATTE, A REP- 
RESENTATIVE IN CONGRESS FROM THE STATE OF VIRGINIA 

Mr. Goodlatte. Well, thank you. Madam Chairman. I appre- 
ciate the opportunity to testify. I appreciate your holding this hear- 
ing and your and the other Members of the Committee’s interest 
in this important legislation. 

Many States and some local governments levy corporate income, 
franchise, and other taxes on out-of-state companies that conduct 
business activities within their jurisdiction. 

While providing revenue for States, these taxes also serve to pay 
for the privilege of doing business in a State. 

Over the past several years, a growing number of jurisdictions 
have sought to collect business activity taxes from businesses lo- 
cated in other States even though those businesses receive no ap- 
preciable benefits from the taxing jurisdiction and even though the 
Supreme Court has ruled that the Constitution prohibits a State 
from imposing taxes on basis that lack substantial connections to 
the State. 

This has led to unfairness and uncertainty, generated conten- 
tious, widespread litigation, and hindered business expansion as 
businesses shy away from expanding their presence in other States 
for fear of exposure to unfair tax burdens. 

I understand that some of our witnesses on the next panel will 
detail the specific examples of abuses that are occurring under the 
current ambiguous legal environment. 

Previous actions by the Supreme Court and Congress have laid 
the ground work for a clear, concise, and modern bright-line rule 
in this area. 

In the landmark case of Quill Corporation v. North Dakota, the 
Supreme Court declared that a State cannot impose a tax on an 
out-of-state business unless that business has a substantial nexus 
with the taxing State. 

However, the Court did not define what constituted a substantial 
nexus for purposes of imposing business activity taxes. 

In addition, over 40 years ago. Congress passed legislation to 
prohibit jurisdictions from taxing the income of out-of-state cor- 
porations whose in-state presence was nominal. 
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Public Law 86-272 set clear, uniformed standards for when 
States could and could not impose such taxes on out-of-state busi- 
nesses when the business activities involved the solicitation of or- 
ders for sales. 

However, like the economy of its time, the scope of Public Law 
86-272 was limited to tangible personal property. 

Our nation’s economy has changed dramatically over the past 40 
years, and this outdated statute needs to be modernized. 

The Business Activity Tax Simplification Act of 2008 both mod- 
ernizes and provides clarity to an outdated and ambiguous tax en- 
vironment. 

First, the legislation updates the protections of P. L. 86-272. 

This legislation reflects the changing nature of our economy by 
expanding the scope of protections of that law from just tangible 
personal property to include intangible property and services. 

In addition, our legislation sets forth clear, specific standards to 
govern when businesses should be obligated to pay business activ- 
ity taxes to a State. 

Specifically, the legislation establishes a physical presence test 
such that an out-of-state company must have a physical presence 
in a State before the State can impose corporate net income taxes 
and other types of business activity taxes. 

The clarity that the Business Activity Tax Simplification Act will 
bring with insure fairness, minimize litigation, and create the kind 
of legally certain and stable business climate that encourages busi- 
nesses to make investments, expand interstate commerce, grow the 
economy, and create new jobs. 

At the same time, this legislation will protect the ability of the 
States to ensure that they are fairly compensated when they pro- 
vide services to businesses that do have a physical presence in the 
State. 

H.R. 5267 has been amended from what the Judiciary Committee 
reported out by voice vote last Congress. 

Specifically, the legislation has been amended to address some of 
the concerns expressed by the States. 

For example, the time period during this an individual or busi- 
ness could be present in a State without constituting a substantial 
physical presence has been reduced from 21 days to 14 days. 

I will end my testimony by mentioning that this legislation has 
strong bipartisan support as noted by my colleague and friend. 
Congressman Boucher, from numerous Members of the House Judi- 
ciary Committee. 

And I would strongly urge the Chairman of the Subcommittee 
and Chairman Conyers to move forward with the markup of this 
legislation in the near future. 

And I thank you again for allowing me to participate today. 

[The prepared statement of Mr. Goodlatte follows:] 

Prepared Statement of the Honorable Bob Goodlatte, a Representative in 
Congress from the State of Virginia 

Madam Chairman and Ranking Member Cannon, thank you for inviting me to 
testify this afternoon about the Business Activity Teix Simplification Act. 

Many states and some local governments levy corporate income, franchise and 
other taxes on out-of-state companies that conduct business activities within their 
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jurisdictions. While providing revenue for states, these teixes also serve to pay for 
the privilege of doing business in a state. 

However, with the growth of the Internet, companies are increasingly able to con- 
duct transactions without the constraint of geopolitical boundaries. The growth of 
the high tech industry and interstate business-to-business and business-to-consumer 
transactions raise questions over where multi-state companies should be required 
to pay corporate income and other business activity taxes. 

Over the past several years, a growing number of jurisdictions have sought to col- 
lect business activity taxes from businesses located in other states, even though 
those businesses receive no appreciable benefits from the taxing jurisdiction and 
even though the Supreme Court has ruled that the Constitution prohibits a state 
from imposing taxes on businesses that lack substantial connections to the state. 
This has led to unfairness and uncertainty, generated contentious, widespread liti- 
gation, and hindered business expansion, as businesses shy away from expanding 
their presence in other states for fear of exposure to unfair teix burdens. I under- 
stand that some of our witnesses on the next panel will detail the specific examples 
of abuses that are occurring under the current ambiguous legal environment. 

Previous actions by the Supreme Court and Congress have laid the groundwork 
for a clear, concise and modern “bright line” rule in this area. In the landmark case 
of Quill Corp. V. North Dakota, the Supreme Court declared that a state cannot im- 
pose a tax on an out-of-state business unless that business has a Asubstantial 
nexus® with the taxing state. However, the Court did not define what constituted 
a “substantial nexus” for purposes of imposing business activity taxes. 

In addition, over forty years ago. Congress passed legislation to prohibit jurisdic- 
tions from taxing the income of out-of-state corporations whose in-state presence 
was nominal. Public Law 86-272 set clear, uniform standards for when states could 
and could not impose such taxes on out-of-state businesses when the businesses’ ac- 
tivities involved the solicitation of orders for sales. However, like the economy of its 
time, the scope of Public Law 86-272 was limited to tangible personal property. Our 
nation’s economy has changed dramatically over the past forty years, and this out- 
dated statute needs to be modernized. 

The Business Activity Tax Simplification Act of 2008 both modernizes and pro- 
vides clarity to an outdated and ambiguous tax environment. First, the legislation 
updates the protections in P.L. 86-272. This legislation reflects the changing nature 
of our economy by expanding the scope of the protections in P.L. 86-272 from just 
tangible personal property to include intangible property and services. 

In addition, our legislation sets forth clear, specific standards to govern when 
businesses should be obliged to pay business activity teixes to a state. Specifically, 
the legislation establishes a “physical presence” test such that an out-of-state com- 
pany must have a physical presence in a state before the state can impose corporate 
net income taxes and other types of business activity taxes. 

The clarity that the Business Activity Teix Simplification Act will bring will en- 
sure fairness, minimize litigation, and create the kind of legally certain and stable 
business climate that encourages businesses to make investments, expand interstate 
commerce, grow the economy and create new jobs. At the same time, this legislation 
will protect the ability of states to ensure that they are fairly compensated when 
they provide services to businesses that do have a physical presence in the state. 

H.R. 5267 has been amended from what the Judiciary Committee reported out by 
voice vote last Congress. Specifically, the legislation has been amended to address 
some of the concerns expressed by the States. For example, the time period during 
which an individual or business could be present in a State without constituting a 
substantial physical presence has been reduced from 21 days to 14 days. 

I will end my testimony by mentioning that this legislation has strong bipartisan 
support from numerous Members of the House Judiciary Committee. I would strong- 
ly urge the Chairman of the Subcommittee and Chairman Conyers to move forward 
with a markup of this legislation in the near future. 

Ms. Sanchez. We thank you for your testimony, Mr. Goodlatte. 
At this time, it is traditional to begin a round of questioning. I 
don’t have any questions for the first panel. 

I am going to encourage my colleagues not to ask too many ques- 
tions of the first panel knowing that your schedules, probably, are 
just as busy as ours. 

But if anybody is interested in asking brief questions? No? No- 
body? Nope. 
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The gentlewoman from California, Ms. Zoe Lofgren, is recog- 
nized. 

Ms. Lofgren. Not a question, but just kudos to our colleagues 
on the Committee for the leadership they have shown on this, not 
just this year, but in past years. 

I really appreciate and am proud to be a co-sponsor. 

Thank you. 

Ms. Sanchez. Anybody else? 

Okay. Gentlemen, that is it. We thank you for your testimony, 
and you are excused to run off to the many other demands on your 
time I am sure that you have. 

Mr. Boucher. Thank you. Madam Chairwoman. 

Ms. Sanchez. At this time, I would invite the second panel of 
witnesses to please approach the table. 

It is now my pleasure to introduce our second panel of witnesses 
for today’s hearing. 

Our first witness is Mark Ducharme. And I apologize; I mis- 
pronounced your name initially. 

Mr. Ducharme is the vice president and chief financial officer of 
Monterey Boats, a Gainesville, Florida company founded in 1985. 

Prior to his employment at Monterey Boats, he served at James 
Moore and Company from 1995 to 1999, and at Arthur Anderson, 
LLP from 1989 to 1995. 

Mr. Ducharme is a member of the American Institute of Certified 
Public Accountants, the Florida Institute of Certified Public Ac- 
countants, and the board of directors of Big Brothers-Big Sisters of 
Mid-Florida. 

We want to welcome you to today’s panel. 

Our second witness is Bruce Johnson, commissioner for the Utah 
State Tax Commission. 

Commissioner Johnson was appointed by Utah Governor Leavitt 
in 1998. 

Prior to his appointment, he was a partner at the law firm of 
Holme, Roberts, and Owen, LLP, where he litigated State and local 
tax disputes and advised clients on State and local tax issues, tax 
exemption issues, and issues relating to tax-exempt municipal fi- 
nancing. 

Commissioner Johnson also was a trial attorney for the tax divi- 
sion of the U.S. Department of Justice. 

Commissioner Johnson serves on the executive committee of the 
Streamlined Sales Tax Governing Board and is a member of the 
Utah Tax Review Commission, and a board member of the Na- 
tional Tax Association. 

He is a recent past chair of the American Bar Association Tax 
Section Committee on State and Local Taxes. 

We want to welcome you to our panel, Mr. Johnson. 

Our third witness is Michael Petricone. 

Mr. Petricone is the senior vice president of governmental affairs 
for the Consumer Electronics Association. He is responsible for rep- 
resenting the consumer electronics industry’s position before Con- 
gress and the FCC on critical issues such as digital television, 
broadband, privacy, and home recording rights. 

Mr. Petricone is a frequent speaker on policy issues impacting 
the consumer electronics industry. 
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And in 2003, he was featured by “Dealer Scope” magazine as one 
of the technology industry’s top 40 under 40. 

Welcome to you, Mr. Petricone. 

Our final witness is David Quam, who we recognize. He has been 
before this Subcommittee many times. 

He is the director of the Office of Federal Relations for the Na- 
tional Governor’s Association. 

Mr. Quam manages the NGA’s legal and advocacy efforts, work- 
ing closely with governors, Washington, DC representatives, and 
NGA’s standing committees to advance the associations legislative 
priorities. 

Prior to working at NGA, Mr. Quam served as director of inter- 
national affairs and general counsel of the International Anti- 
Counterfeiting Coalition, Incorporated. 

He was also an associate of the law firm of Powell, Goldstein, 
Frazer, and Murphy, LLP. 

Additionally, Mr. Quam was counsel on the U.S. Senate Sub- 
committee on the Constitution, Federalism, and Property Rights for 
the Committee on the Judiciary. 

It is good to have you back again with us, Mr. Quam. 

The lighting system, I would explain for this panel because I 
didn’t for the first. 

When you begin your oral testimony, you will see a green light. 
That green light tells you you have 5 minutes to speak. 

When you have 1 minute remaining, the light will turn from 
green to yellow. That warns you that you have 1 minute left. 

And, of course, when your time expires, you will see a red light. 

If you are caught mid-sentence or mid-thought when the light 
turns red and your time expires, we will allow you to finish that 
thought or sentence before we move on. 

So with that, I also will tell the witnesses that once you have 
given us your oral testimony. Members will be allowed to ask ques- 
tion subject to the 5-minute limit. 

So with that, I am going to ask Mr. Ducharme to please proceed 
with his testimony. 

TESTIMONY OF MARK DUCHARME, VICE PRESIDENT AND CFO, 
MONTEREY BOATS, WILLISTON, FL 

Mr. Ducharme. Thank you for the opportunity to address the 
Subcommittee concerning the Business Activity Tax Simplification 
Act. 

Monterey Boats is a small fiberglass boat manufacturer located 
in Williston, Florida. 

We build boats 18 to 40 feet. We have approximately 550 employ- 
ees, and produce approximately 2500 units every year. 

In understanding and discussing our position on State taxing au- 
thority, our obligation to pay appropriately mandated taxes are not 
in question. 

However, our ability to compete in our industry requires us to 
pass along these costs in the pricing of our product. 

When the taxing arm of each State does not consistently apply 
the law or provide clear guidance on activities requiring registra- 
tion as an out-of-state corporation and potential tax obligation, we 
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are at a distinct disadvantage not only with the domestic manufac- 
turers but foreign manufacturers as well. 

Our first experience with State nexus in Michigan. The State 
sent us a detailed questionnaire inquiring about our activities with- 
in the State. 

Being unfamiliar with the nexus standards and naivete regard- 
ing the State’s agenda, we inquired to other boat manufacturers 
their experience with States assessing income and sales tax on out- 
of-state corporations. 

Some manufacturers had not received any contact from States. 
Others had similar experiences that we were having. And still oth- 
ers received inquiries from States we had no contact with. 

Since we do not have property or payroll and sales occur outside 
the State, we deemed our exposure to Michigan assessing tax non- 
existent. 

However, in further discussions with Michigan state agents, very 
few follow-up questions were asked regarding our responses to the 
questionnaire as if the question on whether or not we owed Michi- 
gan’s single business tax was a foregone conclusion and the ques- 
tionnaire with a formal process having little significance in deter- 
mining whether or not we owed any tax. 

We subsequently determined agents from the State were con- 
tacting dealers domiciled in the State posing as interested cus- 
tomers to inquire regarding how we delivered the product. 

Did we have sales representatives in the State? 

How often did they visit the dealer? 

Do we assist in unloading the product? 

And how was the warranty process handled? 

Based on the dealer’s responses, it was deemed by the State we 
had an obligation to register, pay tax, and the burden was on us 
to disprove comments made by Monterey Boats’ dealers regardless 
of whether or not the dealer could have made incorrect responses, 
didn’t understand the basis of the questions, or confused us with 
one of the their other product lines. 

Our next experience occurred with the State of New Jersey and 
is nothing short of extortion. 

We received a phone call on October 6, 2004 from someone pur- 
porting to be an agent with the New Jersey Division of Taxation. 
The agent indicated he was in possession of our truck with a load 
of boats destined for delivery in the State. 

The agent subsequently indicated the truck was to be impounded 
along with the boats unless we immediately remitted $27,500. 

The investigative agent claimed nexus arose because we deliver 
product into the State on trucks owned by Monterey. 

We also determined the $27,500 figure was determined based on 
a fuel formula having no basis or relation to property, payroll, or 
sales. 

After refusing to remit any funds for tax based on a fuel formula, 
we retained an attorney to intervene on our behalf, and our attor- 
ney negotiated the release of the truck and the boats. 

However, on October 7, we received a warrant of execution jeop- 
ardy assessment demanding payment for $176,000, again, based on 
some explainable fuel formula. 
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In addition, the State placed a lien by levy on fund due to us 
from New Jersey dealers finance company. 

And on December 21 , 2004, we filed a petition on protest and re- 
quest for refund with the conference and appeals branch with the 
State. 

We received a notification letter and a list of questions the State 
wanted us to provide prior to the hearing. 

None of the questions related to use of or delivery of the boats 
on Monterey owned or leased trucks appearing as if of reason for 
New Jersey having authority to impose tax for delivery on product 
on Monterey trucks no longer applied. 

In October 2006, we met with the conference and appeals branch 
to resolve the issue and clarify our responsibility with the State. 
Subsequent to that hearing, we submitted a proposed resolution, 
and to date, no response has been received. 

Our sales are down approximately 13 percent year-to-date. Our 
full-time employee count is down approximately 15 percent. 

We are experiencing an unprecedented amount of pricing pres- 
sure in the boating industry requiring us to offer higher and more 
incentives. 

In the short term, we consider rebates and incentives in invest- 
ment in establishing or increasing our market share. 

However, in the long term, the continued pressure on profit- 
ability has consequences: profound layoffs, decreased competition, 
and eventually going out of business. 

Monterey is the largest employer in the surrounding geographic 
area and the loss of jobs has a profound and rippling affect through 
the local economy. 

In order to establish consistent application of doing business, we 
need clear guidance provided by the Business Activity Tax Sim- 
plification Act of 2008. 

Thank you. 

[The prepared statement of Mr. Ducharme follows:] 
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Prepared Statement of Mark Ducharme 

United States House of Representatives 
Committee on the Judiciary 
Subcommittee on Commerciai and Administrative Law 

June 24, 2008 

state Nexus Testimony 

Ms. Chairwoman and Members of the Subcommittee, thank you for holding a 
hearing on H.R. 5267, the “Business Activity Tax Simplification Act of 2008.” 

In understanding and discussing our position on state taxing authority our obligation 
to pay appropriately mandated taxes are not in question, however, our ability to compete in 
our industry requires us to pass along these costs in the pricing of our product. When the 
taxing arm of each state does not consistently apply the law or provide clear guidance on 
activities requiring registration as an out of state corporation and potential tax obligation we 
are at a distinct disadvantage, not only with domestic manufacturer’s but foreign 
manufacturer's as well. 

Our first experience with state Nexus occurred in Michigan. State sent us a detailed 
questionnaire inquiring about our activities within the state. Being unfamiliar with Nexus 
issue and naive regarding the state’s agenda, we inquired to other boat manufacturer’s 
their experience with state’s assessing income and sales tax on out of state corporations. 
Some manufacturer’s had not received any contact from states, others had similar 
experience and still others received inquiries from states we had no contact with. Since 
we do not have property or payroll and sales occur outside the state, we deemed our 
exposure to Michigan assessing tax non-existent. However, in further discussions with 
Michigan state agent, very few follow up questions were asked regarding our responses to 
the questionnaire. As if the question on whether or not we owed Michigan Single Business 
Tax was a foregone conclusion and the questionnaire was a formal process having little 
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significance in determining whether or not we owed any tax. We subsequentiy determined 
agent(s) from the state were contacting deaiers domioiied in the state posing as interested 
customers to inquire regarding how we delivered the product, do we have sales 
representatives in the state, how often they visited the dealer, do we assist in unloading 
product, and how was the warranty process handled. Based on the dealer’s responses it 
was deemed by the state we had an obligation to register, pay tax and the burden was on 
us to disprove comments made by our dealer's. Regardless of whether or not the dealer 
oould have made inoorreot responses, didn’t understand the basis of the question, or 
confused us with one of their other product lines. 

Our experience with the State of New Jersey is nothing short of extortion. We 
received a phone call on October 6, 2004 from someone purporting to be an agent with the 
New Jersey Division of Taxation and agent indicated he was in possession of our truck 
with a load of boats destined for delivery in the state. Agent subsequently indicated the 
truck is to be impounded, along with the boats, unless we immediately remitted $27,500. 
Investigative agent claimed nexus arose because we deliver product into the state on 
trucks owned by Monterey, however, at the time the trucks were leased through a 
California entity. We also determined the $27,500 figure was determined based on a “field 
formula” having no basis or relation to property, payroll or sales. After refusing to remit 
any funds for tax based on a field formula, we engaged an attorney to intervene on our 
behalf with the state. On the afternoon of October 6“^ our attorney negotiated the release 
of the truck and boats. However, on October 7**' we received a Warrant of Execution 
Jeopardy Assessment demanding payment for $176,000, again based on some 
unexplainable “field formula.” In addition, the state placed a lien by levy on funds due to us 
from New Jersey dealers’ finance company. Subsequently, on October 13“^ we provided 
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detailed sales information for the years 1998 through 2004 and were assessed income tax 
of $52,000 and $5,200 for the cost of collection. 

On December 21'*' 2004 we filed a petition to protest and request for refund with the 
conference & appeals branch. On April 12*' 2006, we received a letter notifying us our 
conference hearing was scheduled for July 6, 2006. Included in the notification letter, was 
a list of items the state wanted us to provide to them prior to the hearing. The first 6 (six) 
items on the list entailed questions regarding the warranty policy for Monterey and no 
follow up questions regarding use of or delivery of boats on Monterey owned or leased 
trucks. Appearing as if the reason for New Jersey having authority to impose tax, delivery 
of product on Monterey owned trucks, no longer applied. 

On October 3"', 2006 we met with the Conference and Appeals branch to resolve 
the issue and clarify our responsibility with the state. Subsequent to that hearing we 
submitted a proposed resolution and to date no response has been received. 

Lastly, our experience with Washington State included receipt of Washington Business 
Registration application and the state's position regarding warranty repairs and delivery via 
common carrier. Consistent with other states, Washington contacted independent dealer's 
in the state, posing as interested customers, and inquiring about the relationship of dealer 
with the manufacturer. 

Due to small amount of sales in Washington we determined litigation was not a cost 
effective approach and remitted the tax, interest and penalties for 1999 through 2006 of 
$44,597. We continue to prepare and remit quarterly combined excise tax returns. 

Our sales are down 13% year to date, full time employee count is down 
approximately 15%. Whether we can attribute the decrease to competitive pricing 
pressure or to other factors is difficult to say. However, at the very least we are 
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experiencing an unprecedented amount of pricing pressure in the boating industry 
requiring us to offer more and higher incentives, in the short term, we consider rebates 
and incentives an investment in estabiishing or increasing our market share. However, in 
the iong term, the continued pressure on profitabiiity has consequences, as you know, 
profound iayoffs, decreased competition and possibiy bankruptcy. 

Monterey is the largest employer in the surrounding geographic area and the loss of 
jobs has a profound and rippling effect through the local economy. In order to establish 
consistent application of "doing business in a state,” we need clear guidance through 
legislation. 

Thank you. 


Mark Ducharme 
CFO 

Monterey Boats 
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Ms. Sanchez. Thank you, Mr. Ducharme. I appreciate your testi- 
mony. 

At this time, I will invite Mr. Johnson to give his oral testimony. 

TESTIMONY OF R. BRUCE JOHNSON, COMMISSIONER, 
UTAH STATE TAX COMMISSION, SALT LAKE CITY, UT 

Mr. Johnson. Thank you. Madam Chairwoman and Members of 
the Subcommittee. 

I appreciate this opportunity to testify today. 

I am Bruce Johnson, one of the commissioners of the Utah State 
Tax Commission. 

I am here today testifying on behalf of the Federation of Tax Ad- 
ministrators and the Multi-State Tax Commission. 

The FTA is an association of tax administrative agencies in all 
of the 50 States, the District of Columbia, Puerto Rico, and New 
York City. 

The Multi-State Tax Commission is an organization of State gov- 
ernments that works with taxpayers to administer, equitably and 
efficiently, tax laws that apply to multi-state and multi-national 
enterprises. 

FTA and MTC both strongly oppose this legislation because the 
bill would result in significant revenue losses for the States. It 
would reverse years of judicial precidents under the basis for State 
taxation. And it would create tax planning opportunities for multi- 
state, large multi-state enterprises that would not be available to 
locally-owned small businesses. 

In addition, we believe that there has been a failure to show an 
adequate need for this legislation. 

The Congressional Budget Office estimated in 2005 that prede- 
cessors of the current bill would result in a $3 billion annual rev- 
enue loss, the largest unfunded mandate CBO had ever measured. 

The National Governors’ Association estimated an annual range 
of lost State revenues from $4.7 billion to $8 billion with a single 
best estimate of $6.6 billion. 

We are currently in the process of updating those estimates, but 
it appears that the losses under this bill will be the same order of 
magnitude as they were under the prior bill. 

The bill, as proposed, has two major components. First, it ex- 
pands Public Law 86-272. 

Public Law 86-272 already allows a corporation to have a full- 
time sales force in a State, full-time, driving company cars on State 
roads. As long as the activities of that sales force will limited to 
the solicitation of sales of tangible personal property and ancillary 
activities that company is exempt from corporate income tax. 

That is unfortunate enough. That is simply bad policy. 

But this bill — at least 86-272 — is limited to corporate income 
taxes and sales of tangible personal property. 

This bill would allow the same full-time sales force to be in a 
State soliciting sales of services and sales of intangible property. It 
would also allow those representatives to be in the State full time 
if they were purchasing agents purchasing sales or services on be- 
half of a corporation. 
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So not only do you have sales people, you have got purchasing 
agents now who can be in a State full time and be exempt from 
taxation. 

Second, the bill would prohibit States from taxing a myriad of 
other activities if the corporation did not have a bricks and mortar 
facility in the State or employees in the State for more than 15 
days. 

But there is also an exception if they were there for transient or 
limited purposes where you can be in the State for more than 15 
days if you are there for a limited purpose. 

What is a Federal court going to do with a limited purpose? If 
I am an architect from out of State and I am in a State for a year 
supervising the construction of a shopping center, am I there for 
a limited purpose? Arguably, I am. 

If that is my only presence in the State, is it transient? Arguably, 
it is. 

This bill will not provide the kind of certainty that its proponents 
hope for. 

It also provides all sorts of tax planning. Let me give you two ex- 
amples. 

A Utah bank has 10,000 Visa card holders. It pays income tax 
on the fees it receives from merchants and on the interest. 

An out-of-state bank blankets Utah with solicitation for card 
holders, signs up the same 10,000 people to conduct the same 
transactions with Utah retailers, pays the same interest, that bank 
is exempt from Utah income tax. They are competing head to head. 
That doesn’t make any sense in today’s economy. 

Second, two toy stores, both in South Carolina, next to each 
other. They both have the same sales. They both have the same 
profit margin. One has an intangible holding company and pays 3 
percent of its gross sales as a royalty to a Delaware holding com- 
pany, obliterating its sales tax or its income tax obligation. 

This is simply bad tax policy. It creates an unlevel playing field 
between interstate and local businesses, and we urge you to oppose 
this legislation. 

Thank you. 

[The prepared statement of Mr. Johnson follows:] 
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Prepared Statement of R. Bruce Johnson 


STATEMENT OF 
R. BRUCE JOHNSON 

COMMISSIONER, UTAH STATE TAX COMMISSION 
BEFORE THE 

SUBCOMMITTEE ON COMMERCIAL AND ADMINISTRATIVE LAW 
OF THE COMMITTEE ON THE JUDICIARY 
UNITED STATES HOUSE OF REPRESENTATIVES 

ON 

H.R 5267 

THE BUSINESS ACTIVITY TAX SIMPLIFICATION ACT 
JUNE 24, 2008 


Madam Chairwoman, Ranking Member Cannon, and Members of the 
Subcommittee, thank you for the opportunity to address the Subcommittee concerning 
H.R. 5267, the Business Activity Tax Simplification Act (BATSA). I am Bruce Johnson, 
Commissioner of the Utah State Tax Commission. Today, I am testifying on behalf of 
the Federation of Tax Administrators (FTA) and the Multi State Tax Commission 
(MTC). FTA is an association of the tax administration agencies in each of the 50 states, 
the District of Columbia, Puerto Rico, and New York City. The Multistate Tax 
Commission is an organization of state governments that works with taxpayers to 
administer, equitably and efficiently, tax laws that apply to multistate and multinational 
enterprises. 

FTA and MTC strongly opposes H.R. 5267 because the bill would: 

• Result in very significant revenue losses for the states at a time states can least 
afford to see their revenues shrink; 

• Reverse years of judicial precedent that are the basis for state taxation; and 

• Create tax-planning opportunities for large businesses to eliminate state taxation 
of revenues earned in a state, by substantially narrow states’ authority to tax 
entities operating in the state. 

In addition, the proponents of the bill have failed to demonstrate a need or a plausible 
purpose for the legislation. 
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What is the effect of BATSA on state revenues? 


The Congressional Budget Office (CBO) estimated in 2005 that the predecessors of the 
current BATSA bill, which imposed fewer restrictions on states’ taxing authority, would 
result in a $3 billion annual revenue loss, the largest unfunded mandate CBO has ever 
measured. In 2005 the National Governors Association estimated an annual range of lost 
state tax revenues ftom $4.7 billion to $8 billion, with a best single estimate of $6.6 
billion. 

The revenue loss estimates are currently being updated. The information available to 
date continues to indicate tliat the very substantial revenue losses estimated in 2005 will 
result if the current legislation is enacted into law. 

Eight states have reported revenue loss estimates in the first year following the possible 
enactment of H.R. 5267. Due to the uncertainty of the actual revenue impact on their 
state, four of the responding states have provided estimates of the minimum impact and 
the maximum impact as well as their “best” estimate of the impact of HR 5267. The 
ranges of the annual revenue loss of the states are as follows: 


Estimated Revenue Loss From H.R. 5267 
Fiscal Year 2010 


Responding States 

Minimum Impact 

Best Estimate 

Maximum Impact 


(millions) 

California 

$45.0 

$45.0 

$45.0 

Idaho 

20.0 

20.0 

20.0 

Illinois 

90.0 

100.0 

110.0 

Kansas 

43.3 

43.3 

43.3 

Minnesota 

60.0 

66.0 

73.0 

New Jersey 

366.4 

366.4 

366.4 

New York 

589.8 

613.4 

766.8 

Oretion 

65.8 

163.4 

263.4 


In addition, the revenue loss over time appears to repeat the pattern of a rapid increase as 
businesses take advantage of the BATSA tax planning techniques. Two of those eight 
states, California and New Jersey, have been able to estimate the revenue loss through 


2013. 


Fiscal 

Year 

California 

New Jersey | 


(millions) | 

2011 

$135.0 

$459.5 

2012 

339.0 

559.1 

2013 

614.0 

665.7 
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How do states tax businesses now? 

States levy various forms of business activit>' taxes today. The most common is 
the corporation net income tax imposed in 44 states and D.C, Other types of business 
activity taxes that would presumably be affected by the bill include the Washington State 
Business and Occupation Tax, Ohio Commercial Activity Tax, Michigan Business Tax 
and Texas ‘Margin Tax’ (which are general business taxes levied on gross receipts [or a 
variant thereof] sourced to a state) as well as the New Hampshire Business Enterprise 
Tax (a value added tax.)’ 

Current law requires a state to establish that a business has a sufficient connection 
with the state before it may exercise its jurisdiction to impose a business activity tax. The 
state’s tax must bear a relation to the level of activity of the business in the state. ^ The 
U.S. Supreme Court has held that a company meets the jurisdictional standard of 
sufficient contacts (“substantial nexus” in the words of the Court) if it is “doing business” 
in the state or otherwise engaged in “establishing and maintaining a market” in the state. 
It has also held that the tax is fairly related to the level of activity in the state if the 
income of the company is divided among states in which the business is opemting in a 
fashion that reasonably reflects the taxpayer’s activity in the state. 

Once jurisdiction to tax is established, state corporate income taxes generally 
operate as follows. The state tax base is federal taxable income of the taxpayer in all 
states, plus and minus certain modifications (e.g., to exclude certain income that states 
may not constitutionally tax.) The income from activities in all states is then 
“apportioned” or divided among the states in which the company operates according to a 
formula that usually compares the corporation’s payroll, property and sales (the factors) 
in the state compared to the company’s payroll, property and sales “everywhere” or in all 
states.’’ Once the income attributable to an individual state is determined, the state’s 
rates, credits and other adjustments are applied to determine the final tax owed. 

What is being proposed? 


' BATSA defines a business activity tax as (1) a “a net income tax” defined as the terin is used in P.L. 86- 
272, as well as “Other Business Activity Tax - (A) OT GENERAL - The term ‘other business activity tax 
means any tax in the nattire of a net income tax or tax measured by die amount of, or economic results of 
business or related activity conducted in a state.” Other taxes that would fall under the bill include the 
franchiseikapital stock taxes levied in a number of staites, the Delaware gross receipts lax, and certain other 
“doing business” taxes. These are of lesser importance tiom a revenue standpoint than the corporate 
income tax and other taxes enumerated above. 

^See Complete Auto Transit v. Brady t\30 U.S. 274 (1977). This ease sets out two other tests for state taxes 
that do not come into piay in the context of BATSA. 

^ Gross receipts taxes are subject to the same “substantial nexus” requirement as corporate income taxes, 
but diey are not apportioned aeeording to a formula, instead, the various transactions to which the tax is 
applied are “sourced” to a single jurisdiction according to certain rules, and that determines which state has 
the right to tax the transaction, provided the jurisdictional standard is met. Gross receipts and other non-net 
inctimc taxes are specifically not subject to P.L, 86-272 today. 
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BATSA has two major components: (1) It significantly narrows state taxing 
Jurisdiction by requiring that an entity must have one or more of ceiiain specifically 
enumerated types of physical presence in a state before that state could impose a business 
activity tax on the entity''; and (2) It expands the reach and coverage of Public Law 86- 
272, a 1959 law intended to provide temporary restrictions on the ability of states to levy 
net income taxes on certain multistate businesses. The combination of the two changes 
would establish a new framework in federal law that reverses current law. The new 
'Federal ffamew-ork would allow large, multi-state businesses to engage in tax structuring 
and planning, that would enable them to avoid a significant part, if not all, of their state 
tax liabilities. 

How does BATSA affect current law regarding the states’ jurisdiction to tax 
businesses operating in the state? 

BATSA is often described “codifying the current physical presence standard” for 
state jurisdiction to tax. Despite the many statements to the contrary , the physical 
presence test has never been the standard for imposing business activity taxes on 
corporations. The U.S. Supreme Court has never held that a physical presence is required 
to meet “substantial nexus” requirement the Court requires for the imposition of a state 
business activity tax. In the only case, the 1992 Quill case, where the Supreme Court has 
used a physical presence test, the Court did so in order to be able to require the collection 
of state sales taxes from in-state customers by out-of-stale sellers. In gwi// the Court 
specifically said it was not establishing such a requirement for other taxes. The BATSA 
legislation would for the first time prohibit a state from imposing a business activity tax 
on a company doing business in the state unless the company had specifically enumerated 
types of physical presence in the stale. 

Further, since Quill, the vast majority of state appellate courts that have addressed 
the question of whether the physical-presence requirement of Quill applies outside of the 
context of sales and use taxes have ruled that it does not. Those court decisions include: 
Geoffrey, Inc. v. South Carolina Tax Commission, 437 S.E.2d 13 (S.C. 1993), cert, 
denied, 1 14 S.Ct. 550 (1993); Comptroller of the Treasury v. SYL, Inc., and Comptroller 
of Ihe Treasury v. Crown Cork & Seal Co. (Delaware), Inc. , 825 A. 2d 399 (Md. 2003), 
cert, denied, 124 S.Ct. 961 (2003); A&F Trademark, etal. v. Toison, 605 S.E.2d 187 
(N.C. Ct. App. 2004), review denied (N.C., 2005), cert, denied, 126 S.Ct. 353 (2005); 
General Motors Corp. v. City of Seattle, 25 P.3d 1022 (Wash. Ct. App. 2001), cert, 
denied, 122 S.Ct. 1915 (2002); Kmart Properties, Inc. v. Taxation and Revenue Dept., 
No. 21,140 (N.M. Ct. App. 2001), cert, quashed (N.M., 12/29/05); Lanco, Inc. v. 

Director, Division of Taxation, 908 A.2d 176 (N.J. 2006), cert, denied, 127 S.Cl. 2974 
(U.S., 6/18/07) ; Geoffrey, Inc. v. Oklahoma Tax Commis.sion, 132 P.3d 632 (Okla. Ct, 
Civ. App., 12/23/05), review denied (Okla., 3/20/06); Borden Chemicals and Plastics, 

L.P. V. Zehnder, 726 N,E.2d 73 (111. App. Ct. 2000), appeal denied, 731 N.E.2d 762 (111. 


'' It accomplishes this by first establishing a physical presence requirement and then expanding the list of 
activities “protected” (i.e., to be disregarded in determining whether a company has a substantial nexus 
witli the state) under P.L. 86-272. 
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2000); Commissioner v. MBNA America Bank, N.A., 640 S.E.2d 226 (W.V. 2006), cert, 
denied, FIA Card Services, N.A. v. Tax Commissioner of West Virginia, 127 S.Ct. 2997 
(U.S., 6/18/07). These decisions indicate that the vast vi'eight of the case law, from both 
the U.S, Supreme Court and stats appellate courts, hidicates that the physical-presence 
requirement of Quill does not apply outside of the context of sales and use taxesf 

BATSA would also negate U.S. Supreme Court decisions that found a company 
meets the “substantial nexus” requirement by virtue of activities performed on its behalf 
by others. Specifically, the Court’s 1987 decision in Tyler Pipe Industries, Inc. v. 
Washington State Dept, of Revenue would be reversed. In Tyler Pipe, the Supreme Court 
upheld the imposition of Washington's business and occupation tax based on the use of 
an in-state sales representative, characterized as an independent contractor, to establish 
and maintain a market in the state. BATSA provides that using the services of a 
representative to establish or maintain a market in a state would constitute a sufficient 
physical presence only if such representative were an “agent” of the entity and only “if 
such agent does not perform business services in the State for any other person. ...” 


^ A few states’ appellate courts have gone the other way: Gillette Co. v. Dept, of 
Treasury, 497 N.W.2d 595 (Mich. Ct. App. 1993) (ruling that P.L. 86-272 did not apply 
to the single business tax, but rather, the proper test was that of Quill)-, Rylander, et al v. 
Bandog Licensing Corp., 18 S.W.3d 296 (Tex. Ct. App. 2000), review denied (Tex., 
2001); Acme Royalty Co. and Brick Irtvestmenl Co. v. Director of Revenue, and Gore 
Enterprise Holdings, Inc. v. Director of Revenue, 96 S.W.3d 72 (Mo. 2002); and J.C. 
Penney National Bankv. Johnson, 19 S.W.3d 831 (Term. Ct. App. 1999), appeal denied 
(Tenn. 2000), cert, denied, 121 S.Ct. 305 (U.S. 2000). The latter two matters, however, 
each had a peculiar twist with regard to the nexus issue. In Acme Royally Co. and Gore 
Enterprise Holdings, the Missouri Administrative Hearing Commission had determined 
that the physical-presence requirement of Quill did not apply in an income tax ease, and 
ruled that the income of entities holding trademarks licensed for use in Missouri was 
subject to the state’s income tax. The state Supreme Court then reversed those decisions 
wi& an opinion that did not use the word “nexus” or mention any constitutional issue, 
instead deciding the case on the basis of the state statute. And, in Tennessee, the Court of 
Appeals later reversed a decision that was based on the J.C. Penney decision’s 
determination regarding Quill, and indicated that it did not rule in J. C. Penney that nexus 
could only be supplied by the physical presence of the taxpayer, stating, “Perhaps it 
would have been more accurate to say that the Supreme Court had rejected state taxes on 
interstate commerce where no activities had been carried on in the taxing state on the 
taxpayer's behalf' The court stated, “We know that a substantial nexus may be 
established by activities carried on wilhin the state by affiliates and independent 
contractors. [Citing Tyler Pipe Industries v. Washington, 107 S.Ct. 281 (1987), and 
Scripto V. Carson, 80 S.Ct. 619 (I960)]. In fact, the only situation where we know that a 
substantial nexus does not exist is where the only contact with the state is by the Internet, 
mail and common carriers {Quill, Bellas Hess\ Where, on the other hand, activities are 
“being conducted in the taxing state that substantially contribute to the taxpayer's ability 
to maintain operations in the taxing state,’ a substantial nexus does exist.” America 
Online, Inc. v. Johnson,'No. M2001-00927-COA-R3-CV (Tenn. Ct. App. 2002). 
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BATSA effectively knocks the legs out from urder Tyler Pipe by allowing a company to 
avoid taxation in a state simply by using someone else to do its work in the state, as long 
as that contractor performs services for at least one other entity. The contractor may, in 
fact, be a wholly owned subsidiary of the taxpayer, so long as it performs work for 
someone else. 

Finally, the bill expands the reach of Public Law 86-272 - which now prohibits 
states from imposing a net income tax on an entity whose only contact with the state 
consists of the solicitation of sales of tangible personal property - to include all business 
activity taxes (gross receipts, value added, franchise, etc.,) and to broaden the scope of 
protected activities to include all sales, including sales of other than tangible personal 
property, such as intangible property and services. It also extends the list of activities 
protected under P.L. 86-272 to include the “coverage of events or other gathering of 
information” in the stale if the information is used or disseminated from a point outside 
the state and activities directly related to the actual or potential purchase of goods and 
services in the state, if the purchase is approved outside the state. 

Creating a heretofore non-existent physical pre.sence standard and expanding the 
reach of P.L. 86-272 represent a substantial narrowing of state jurisdiction to tax entities 
operating in the state. 

How will BATSA create tax planning opportunities for large businesses? 

There arc several features of BATSA that will be used by multistate entities to 
structure and plan their operations and transactions in a fashion that allows them to avoid 
substantial tax liabilities. They include requiring certain types of physical presence to 
establish j urisdiction to tax, prohibiting consideration of the activities of contractors in 
determining whether an entity is subject to tax, and expanding the scope of activities 
protected under P.L. 86-272. These provisions have particularly insidious efiects when 
coupled with certain existing state laws such as single sales factor apportiomnenl wliich 
distributes income to the state based only on the percentage of sales in that state 
compared to the company’s sales in all states.^ 

Together, these provisions provide a road map that a multi-state company can use 
to structure its business operations so as to avoid any state business activity tax liability. 
That is, to the extent that a company can insure that its activities within a state are 
performed by someone else, do not step over the physical presence boundaries of BATSA 
or exceed the scope of protected activities under the expanded P.L. 86-272, a company 
can eliminate or reduce its fax liability in that state. A company can avoid tax in a single 


Traditionally, statBs assigned equal weight to each of the three apportionment factors - property, payroll 
and sales. Recently, states have deviated itom the traditional three-factor formula to provide greater weight 
to the sales factor. At the present time, 1 1 states employ (or allow on an optional basis) a single factor 
(sales) formula (i.c., sales arc apportioned among the states based solely on the proportion of a company’s 
sales in the state), 26 states employ a formula that has three factors but super-weight the sales factor, and 9 
states use the traditional eqnally-weigliled tltree factor foimula. 
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sales factor state by locating its physical assets in that state, but making sales into the 
state through another company. 

By establishing tlie tax planning opportunities so clearly in Federal law, BATSA 
may effectively require a company to begin engaging in certain planning activities that if 
currently considers too risky or inappropriate out of a fiduciary duty to shareholders. 
Here are several specific examples of avoidance opportunities that BATSA condones. 

Examples of the manner in which this can be accomplished ate presented below. 


What are examples of BATSA tax planning techniques large companies will use? 

No Physical Presence Business Operations. Larger businesses in certain 
industries are particularly well suited to conducting business in high volumes in a state 
without having a physical presence of any sort there. As a result, they will be able to 
avoid state taxation if BATSA is enacted. Every service a bank offers - including 
savings accounts, loans, and investment serruces — can be offered without any physical 
presence in a state. Under BATSA, large banks will be able to add to their economies of 
scale advantages of local banks by operating tax free in many states even if they do 
hundreds of millions of dollars of business in a state, In fact, it is precisely this type of 
financial services operation (credit card issuance and servicing) that was carried on 
without a physical presence in the state and that was found to constitute a sufficient nexus 
in the MBNA case in West Virginia.’ BATSA would overturn that case and similar 
statutes in several other states that apply an economic presence test to financial 
institutions. 

Intangible Holding Company. A strategy used by a number of companies is to 
create a holding company that is the wholly owned subsidiary of a major retailer to own 
the intangibles (patents, trademarks, service marks, etc.) of the retailer. Those intangibles 
are then licensed to the retail operations of the company, and each retail store is then 
required to pay a license fee (often just about equivalent to the profit earned by the store) 
to the intangible holding company that is customarily located in a state (e.g., Delaware or 
Nevada) that does not tax income from the licensing of intangibles. The retail stores lake 
a deduction as a current expense for the licensing fee paid to the holding company. This 
transaction has the effect of shilling income from the state where it is earned (i.e., where 
the stores are) to a state where the income is not taxable - even though the holding 
company and the retail stores are all part of one corporate group and the holding 
company coiiunonly has little in the way of actual operations. 

Currently, this is considered risky tax planning. Many companies do not engage 
in such arrangements because a number of states have had assessments against such 


’ See Tax Comm'r of the State of West Virginia v. MBNA America Bank, N.A., 640 S.E.2d 226 (W.V. 
2006), cert, denied, FIA Card Services, N..A. v. Tax Commissioner of West Virginia, 127 S.Ct. 2997 (U.S., 
6/18/07). 
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holding companies affirmed by the courts.”* If BATSA becomes law, a state would be 
prohibited from taxing the holding company to which the income was shifted because the 
holding company w'ould not have any of the specifically enumerated types of physical 
presence in the state. BATSA would prevent states where the retail stores arc located 
from taxing the holding company even though the income came from the retail operations 
in that state. The physical presence rule in BATSA would likely require many more 
companies to use an intangible holding company structure to minimize their taxes 
because of the fiduciary' duty they owe to their shareholders. 

In-state operations can further reduce their state tax liabilities by borrowing the 
funds paid to the holding company. The interest on the loans will be deductible from 
income earned in the state. The loans to in-state companies can be made out of payments 
for the use of the holding company's intangible assets made by the same the in-state 
subsidiaries. Loans with deductible interest payments also could be made to other 
subsidiaries of the parent corporation. This in effect is a double benefit of tax planning 
under BATSA. 


Using a Contractor. Another simple tax avoidance strategy under a 
BATSA regime involves the use of contractors in a state to perform activities necessary 
for a seller to maintain a market in the state. Assume, for example, an out-of-state 
retailer of computers or other electronic devices markets its products into a state via the 
Internet, sales people operating within the confines of P.L. 86-272, and other direct sales 
methods. The sale of computers and electronic devices includes warranty contracts. The 
out-of-state retailer contracts with an independent contractor to provide the warranty 
service to its customers. The independent contractor provides similar services to other 
out-of-state retailers, all of which could be affiliates of one another. Under BATSA, the 
out-of-state retailer would not be subject to a business activity tax in the state into which 
it sold the computer because the activities of the contractor (even though essential to 
being able to sell its computers) could not he attributed to the seller - even if it used in- 
state sales pcrsoimel as long as they stayed within the confines of P.L. 86-272. 

What is wrong with the justifications of BATSA by its proponents? 

Assertion: States use abusive tactics in collecting taxes by seizing goods in 
transit and claiming that transporting goods through a state is doing business in a state. 


® Those cases include, but are not limited to: Tax Comm’r of the State of West Virginia v. MBNA America 
Bank, N.A., 640 S.E.2d 226 (W.V. 2006), cert, denied, FIA Card Services, N.A. v. Tax Commissioner of 
West Virginia, 127 S.Ct. 2997 (U.S., 6/18/07) (franchise and corporate net income taxes): Geoffrey, Inc. v. 
South Carolina Tax Commission, 437 S.E.2d 13 (S,C. 1993), cert, denied, 114 S.Ct. 550 (1993) (income 
lax); Comptroller of the Treasury v. SYL, Inc., and Comptroller of the Treasury v. Crown Cork & Seal Co. 
(Delaware). Inc., 825 A.2d 399 (Md. 2003), cert, denied (U.S., 2003) (income tax); General Motors Corp. 
V. City of Seattle, 25 P.3d 1022 (Wash. Ct. App. 2001), cert, denied, 122 S.Ct. 1915 (2002) (business and 
occupation tax); Kmart Properties, Inc. v. Taxation and Revenue Dept., No. 21,140 (N.M, Ct. App. 2001). 
appeal pending (income tax); and, Borden Chemicals and Plastics. LP. v. Zehnder, 726 N.E.2d 73 (111. 
App, Ct, 2000), appeal denied, 73 1 N,E.2d 762 (111. 2000) (replacement income tax). 
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Response: The most common complaint we have encountered comes from large 
corporations that are not in compliance with state laws. These large multi state 
corporations fail to pay business activity taxes. When their property is identified in a 
state, the state institutes a jeopardy assessment. The object of the jeopardy assessment 
can be merchandise in transit. The property is seized to satisfy a pre existing tax liability. 
It is not the transit of the merchandise in a state that creates the tax liability or the 
jurisdiction to subject the company to a state’s business activity tax. Rather tire 
merchandise is being seized to satisfy a tax liability that the taxpayer is not wdlling to pay- 
or address for conducting business in the state in a manner that satisfies the substantial 
nexus standard for taxation required by the U.S. Supreme Court. 

State and Federal authorities use the jeopardy assessment procedure as a last 
recourse. States use a variety of means to generate voluntary' compliance with their tax 
laws, such as tax amnesties and jeopardy assessment suspensions when industry groups 
cooperate to encourage voluntary compliance. It is only' when there is no other option to 
collect a tax liability and the property is likely to leave the state that a jeopardy 
assessment is used. Tlie jeopardy assessment also is subject to the appeal rights that the 
taxpayer has. 

Assertion: The bill is necessary to establish a "bright line " so that a company 
will know when it is subject to tax. 

Response: The physical presence requirements in the bill are far from a “bright 
line.” BATSA does not require simply that a company have a physical presence in the 
state in order to be subject to the state’s tax jurisdiction. For example, one company could 
have 100 employees in a state tor 14 days (1,400 person-days) and not have nexus, while 
another company could have 1 person in a state for 16 days (16 person-days) and have 
nexus. In addition, a company must have certain types of physical presence that are not 
protected by the expanded P.L. 86-272 and that do not fall within the de minimis 
exceptions of BATSA or the “limited or transient” exception in BATSA. The various 
limitations and carve-outs from physical presence will create confusion, uncertainty and 
litigation as companies attempt to move up to the line of BATSA, but not cross over it. A 
simpler nexus or physical presence standard, and a repeal of P.L. 86-272 would be a 
bri^t line. BATSA is not a bright line. 

Assertion: BATSA is designed to protect small businesses from being subject to 
tax in every state in which it might make a sale. 

Response: The physical presence requirements of BATSA are not designed to 
assist small businesses. They are, instead, intended to provide opportunities for large 
companies to structure and plan to avoid state taxes. The U.S. Constitution and due 
process considerations require more than a single sale before a state could exercise its tax 
jurisdiction. States are willing to work with the business community to structure de 
minimis standards that will provide clarity for small businesses. BATSA docs not 
provide an appropriate framework for such a standard. 
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Assertion: Companies with no physical presence in a state do not use services in 
the state and should not be subject to tax. 

Response: The assertion that an out-of-state seller derives no benefits from a state 
in which it has no physical presence (and thus should not be subject to tax) is 
“indefensible,” Two noted scholars in the field of state and local taxation responded to 
that argument as follows: 

This line of reasoning is indefensible, whether the benefits corporations receive 
are defined broadly, to mean the ability to earn income, or defined more narrowly 
to mean specific benefits of public spending, one of which is the intangible but 
important abilitv' to enforce contracts, without which commerce would be 
impossible. A profitable corporation clearly enjoys both types of benefits. It is 
true that in-state corporations may receive greater benefits than their out-of-state 
counterparts, for example, because they have physical assets that need fire and 
police protection. But that is a question of the magnitude of benefits and the tax 
that is appropriate to finance them - something that is properly addressed by the 
choice of apportionment formula and the tax rate, not the type of yes/no question 
that is relevant for issues of nexus. The answer must clearly be a resounding yes 
to the question of whether the state has given anything for wliich it can ask in 
return.^ 

Assertion: Taxing entities that have only a physical presence in a slate amounts to 
“taxation without representation. ” 

Response: While “no taxation without representation” is a catchy slogan, the 
Supreme Court has long upheld the right of states to impose taxes on nonresidents 
(individuals and corporations) doing business in a state. Moreover, the companies 
supporting BATSA have found plenty of avenues for making their desires knovvn to state 
elected and appointed officials. Most importantly, the issue here is one of equal taxation 
of in-state businesses and out-of-state businesses. If that is achieved, the in-state 
representatives will effectively represent the interests of out-of-state businesses. 

Conclusion 

Thank you Madam Chairwoman for the opportunity to testify on the important 
subject of business activity lax nexus legislation. The current system of state taxation has 
developed over many years and we believe it is fundamentally sound, Legislation like 
H.R. 5267 turns the system upside down and would create massive revenue losses for the 
stales. We urge you to reject the legislation. 


’ Charles McLure and Walter Hellerstein, “Congressional Intervention in State Taxation: A Normative 
Analysis of Tliree Proposals,” State Tax Notes, l''ebruary 26, 2004. 

For a more complete discussion, sou McLure and Hellerstein, op, cit., p. 735, 
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Ms. Sanchez. Thank you for your testimony, Mr. Johnson. 

At this time, I would invite Mr. Petricone to provide his oral tes- 
timony. 

TESTIMONY OF MICHAEL PETRICONE, VICE PRESIDENT, 

TECHNOLOGY POLICY, CONSUMER ELECTRONICS ASSOCIA- 
TION, ARLINGTON, VA 

Mr. Petricone. Good afternoon. Madam Chairwoman and Mem- 
bers of the Subcommittee. 

The Consumer Electronics Association [Inaudible] to create jobs, 
drive the economy, and — I don’t have to tell you in these tough eco- 
nomic times that [Inaudible]. 

There is one issue, however, that this Subcommittee can imme- 
diately address: The growing number of States using economic 
nexus theories to unfairly tax companies that have no physical 
presence within the State. 

No taxation without representation is America’s first governing 
principle. 

Having established our nation under that basis, our founders 
went further. They created a single national economy and imposed 
constitutional safeguards to ensure that States cannot act to im- 
pede interstate commerce. 

Unfortunately, the system our founders put in place is now erod- 
ing. 

The number of States with a statute or regulation establishing 
economic nexus without a physical presence has now grown to 
more than a dozen. 

The problems caused by this growing patchwork of taxation are 
obvious and they fall disproportionately on our small business 
members. 

As you know, small businesses run close to the bone. To [Inaudi- 
ble] beneath reasonable taxation in a settled, predictable business 
climate, but increasingly, they face significant costs [Inaudible] 
their State tax liabilities. 

They must meet multiple filing requirements, keep multiple 
records, and deal with multiple sets of regulators. 

It is becoming difficult for them to make any reasonable estimate 
of their projected tax burden. You can imagine the challenges of 
long-term business planning in such an environment. 

Of course, small firms also have fewer resources to challenge 
questionable assessments in far away States. As a practical matter, 
when faced with these levies, they have little choice but to bite the 
bullet and write the check. 

As a technology association, we are especially concerned with the 
burdens the situation places on electronic commerce. 

At the very moment, the Internet grants every business access 
to a national marketplace, a crazy quilt of local tax obligations, 
throws a roadblock across the electronic highway. 

Businesses will avoid sales in the various States, and consumers, 
especially those in the remote areas, will be unable to go online 
and get the goods they need. 

This situation will not resolve itself. In fact, left alone, it will get 
worse. 
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Out-of-state businesses present at the timing targets to legisla- 
tors seeking to raise revenue. Naturally, States have every political 
incentive to exploit their tax burdens as aggressively as possible. 

Meanwhile, States are making conflicting decisions and the Su- 
preme Court has declined to address this issue. Specifically, the 
Supreme Court recently refused to hear two cases challenging the 
constitutionality of the economic nexus approach. Naturally, States 
see this as a green light to press forward with more economic 
nexus legislation. 

Pursuant to your authority under the commerce clause, it is time 
for you to act. There is ample precedent here. 

A few examples: You have moved to prevent multiple States 
taxes on electronic commerce. You have ensured that States cannot 
impose apply-over taxes on airlines. 

And you have restricted taxation of mobile communication serv- 
ices to the State where the service is primarily used. 

Specifically, we now urge you to support H.R. 5267, the Business 
Activity Tax Simplification Act of 2008. The bill provides that, pur- 
suant to the commerce clause, a State may not impose business ac- 
tivity taxes on businesses that have no physical presence in the 
State. 

And the physical presence rule clearly clarifies the State taxation 
landscape. It is easy to understand. It is easy to enforce. Its bright- 
line standard ensures that small businesses know with certainty 
when and where they will be taxed. 

For a business owner, this means fewer resources spent on tax 
compliance and litigation and more resources invested in building 
their business. 

Such an approach would also ensure compliance with our inter- 
national treaty obligations. In every tax treaty to which the U.S. 
is a party, the universal climate for imposing income taxes on non- 
residents is physical presence in the taxing jurisdiction. 

This is a fair and reasonable solution. Contrary to opponents’ 
claims, it will not limit a State’s ability to tax shelters or allow 
businesses to restructure their activities to avoid paying legitimate 
taxes. That is not the intention here. Our members are good cor- 
porate citizens. 

We do not object to paying our fair share of taxes. We simply be- 
lieve that States that provide meaningful benefits to the business, 
like water, roads, fire, police protection, should properly receive the 
tax revenue rather than a distant State that provides no benefits. 

Members of the Committee, the constitution is clear. The right 
to regulate beyond individual States’ borders lies, not with the 
States but with Congress. A bright-line physical presence rule 
eliminates ambiguity, stimulates investment, and promotes inter- 
state commerce. It is good for large and small businesses, and it 
is good for the economy. 

We urge Congress to support H.R. 5267, the Business Activity 
Tax Simplification Act of 2008. 

I commend you for holding this hearing, and I look forward to 
answering your questions. 

[The prepared statement of Mr. Petricone follows:] 
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Prepared Statement of Michael Petricone 

Before the 

House Judiciary Subcommittee on Commercial and Administrative Law 
Business Activity Tax Simplification Act of 2008 

June 24, 2008 

Written Statement of Michael Petricone 
Senior Vice President, Government Affairs 
Consumer Electronics Association 

Chairwoman Sanchez, Ranking Member Cannon and Members of the Subcommittee: on 
behalf of the Consumer Electronics Association (CEA), thank you for the opportunity to appear 
before your Subcommittee today to discuss the business activity tax nexus problem and the 
critical impact it is having on businesses across the country. 

CEA is the principal U S. trade association representing the $161 billion consumer 
electronics industry. We are also the owners and producers of America’s largest annual event, 
the International CES, held every January in Las Vegas Nevada. 

Our more than 2,200 members are involved in the design, development, manufacturing, 
distribution and integration of audio, video, in-vehicle electronics, wireless and landline 
communication, information technology, home networking, multimedia and accessory products, 
as well as related services that are sold through consumer channels. 

While CEA’s members include virtually all of America’s top technology companies as 
well as many of the leading retailers, more than half of our members are small businesses. 

American businesses today face a host of new challenges from skyrocketing energy costs 
to the uncertain availability of investment capital. Many of these factors arise from complex 
market forces which are not amenable to immediate resolution. There is one issue, however, that 
this Subcommittee can address and resolve: the increasing number of states using dubious 
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“economic nexus” theories to levy income and franchise taxes against companies that have 
customers but no physical presence in the taxing state. These punitive taxes harm businesses - 
especially small businesses, and violate the U.S. constitution by unduly burdening the free flow 
of interstate commerce. 

The problem is bad and getting worse. The number of states with a statute or regulation 
establishing “economic nexus” without a physical presence has grown to more than a dozen 
known states. Additionally, at least eight states, including Louisiana, Maryland, New Jersey, 
New Mexico, North Carolina, Oklahoma, South Carolina and West Virginia have made a similar 
decision at the administrative or judicial levels. 

The problems engendered by this growing “crazy quih” of state levies are obvious. 
American businesses, large and small are faced with burgeoning compliance costs. They face an 
unclear business environment with no way of estimating where and when they will be taxed. 
Business expansion is chilled, especially when it comes to electronic commerce which inherently 
crosses state borders. And companies face the risk of duplicative taxation, as they also pay 
legitimate taxes from the states in which they are domiciled. 

While tax advocates claim that requiring a physical presence for the purpose of imposing 
a business activity tax would cost local and state governments billions of dollars annually, a 2006 
study by Ernst and Young demonstrated that the aggregate multi-state revenue loss from all state 
and local taxes paid by businesses in 2005 would be less than one-tenth of one percent.' 

Earlier this year, the House Small Business Committee examined the impact of the 
business activity tax on small businesses. Using the Ernst and Young data as a base, Dr. Peter 
Johnson, Vice President for Research Strategy and Platforms and Senior Economist of the Direct 

^ Ernst & Young. Estimates of Impact of TI.R. 1956 on State and Local Business Tax Collections, pg, 3 (July 25. 
2006), 
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Marketing Association testified that through a clear physical presence test established by 
BATSA, the direct marketing industry could produce increased economic activity and add new 
jobs to the economy^ Such benefits could easily extend beyond direct marketing to those in a 
host of other industries, including consumer electronics. 

Small businesses disproportionately bear the burden of these levies. They operate close 
to the margin, and their success requires fair and consistent regulatory treatment and a settled 
business environment. They are ill equipped to comply with multiple demands from multiple 
taxing entities, and lack the resources to challenge ill-founded levies. 

Let me give you some examples from CEA’s membership. Atlantic Technology is a 
small business based in Norwood, Massachusetts. A true model of American ingenuity, Atlantic 
Technology was founded in 1989 by Peter Tribeman and produces a variety of home 
entertainment products, including high-performance multi-channel speaker systems and state-of- 
the-art home theater electronics components. 

Although the company has no physical presence and owns no inventory in the state of 
Washington, Washington’s Department of Revenue has continually taxed Atlantic T echnology 
because of their use of independent sales representatives. After the state described Atlantic 
Technology as a “tax delinquenf’ to one of its Washington state dealers, the Department of 
Revenue went a step further, suggesting that they would likely seize Atlantic Technology 
inventory as payment for taxes that the manufacturer owed the state. The dealer, who was 
unaware of this situation, was frightened by the prospect of losing their inventory to the state. 
Rather than wage an expensive legal battle, Atlantic Technology had no other choice, but to pay 
the taxes that they were alleged to owe. 

^ Tcsliinotiy ofDr. Pclcr A. Johnson, Direct Marketing Association before (he House Small Business Committee 
(Feb. 14, 2008). 
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Atlantic Technology has also faced additional tax levies by states such as Pennsylvania 
and Florida. Fighting this barrage of state taxes will require the use of scarce resources that 
should be going toward building the business. 

Mitek, a family-owned and operated business based in Phoenix, Arizona, is facing a 
similar fight. Mitek produces well-known mobile audio brands such as MTX Audio and 
StreetWire, and provides good manufacturing jobs in the United States. Mitek has been hit with 
business activity taxes in several states, including California, Washington and Michigan, strictly 
based on the use of nonexclusive independent representatives. 

It is time for Congress to step in and assume its constitutional responsibility to ensure that 
commerce is not harmed by unfair taxation. The Business Activity Tax Simplification Act of 
2008, H.R. 5267 would provide the much needed relief to American businesses. We applaud the 
leadership of Representatives Rick Boucher (D-VA) and Bob Goodlatte (R-VA) in introducing 
this important legislation. H R. 5267 will provide clarity by providing a bright line definition of 
physical presence. Most importantly, it provides relief to business by clearly preempting states 
from taxing corporations with no physical presence. 

Our members are good corporate citizens, and we are not asking for relief from legitimate 
taxation. We are asking to restore a simple principle: a tax should not be imposed by a state 
unless that state provides benefits or protections to the taxpayer. H R. 5267 provides that only 
businesses receiving state and local benefits derived from such taxation like education, 
transportation, fire and police, should be subject to such taxes. Furthermore, the legislation will 
not impact states’ ability to collect income or other legitimate taxes from its residents. 

Congress has historically acted to invoke its Commerce Clause authority in similar 
situations. For example, Congress enacted the Federal Aviation Act to prohibit states from 
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imposing “flyover taxes,” ensuring that aircrafts were only taxed by states where they take off 
and land. Recently, Congress enacted legislation to prohibit taxing Internet access and prohibit 
multiple or discriminatory taxes on electronic commerce. We urge Congress to act again to 
provide relief and greater clarity for all businesses, both large and small. 

Therefore, 1 respectfully urge you to say no to taxation without representation and 
support the Business Activity Tax Simplification Act of 2008 (BATSA). 
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Ms. Sanchez. Thank you, Mr. Petricone. 

At this time, I would like invite Mr. Quam to give his testimony. 

TESTIMONY OF DAVID C. QUAM, DIRECTOR, OFFICE OF FED- 
ERAL RELATIONS, NATIONAL GOVERNORS ASSOCIATION, 

WASHINGTON, DC 

Mr. Quam. Chairwoman Sanchez, Mr. Jordan, Members of the 
Subcommittee, it is a privilege to go back here before you again on 
behalf of the National Governors’ Association, this time, expressing 
governors’ strong opposition to H.R. 5267, the “Business Activity 
Tax Simplification Act of 2008.” 

It is not often that governors can come together on a consensus 
basis behind a policy and then State that policy clearly. It just so 
happens that in this particular area, we have a very precise proc- 
ess statement from the governors. 

“The nation’s governors oppose any further legislative restriction 
on the ability of States to determine their own policy on business 
activity or corporate profits taxes. This is an issue of State sov- 
ereignty. The U.S. Constitution adequately protects the interests of 
both States and business.” 

“H.R. 5267, like its predecessors that we have discussed before, 
represents an unwarranted Federal intrusion into State affairs 
that would allow companies to avoid and evade State business ac- 
tivity taxes, increase the tax burden on small businesses and indi- 
viduals, alter established constitutional standards for State tax- 
ation, and at the end of the day, cost States billions of dollars.” 

Rather than going through my written testimony, I wanted to 
focus on something because I think the witnesses covered it. There 
is a distinct question of philosophy here. Everyone talks about — 
and Congressman Goodlatte and Boucher, who I respect a lot — 
talked about modernizing a 49-year-old law. 

The question is should we be modernizing the 49-year-old law. 
That is a difference economy and a different time. 

It was a law put in place when business could only be done by 
a handshake, by traveling into a State. We are in an Internet- 
based economy, and we have experienced several debates with this 
Committee regarding what an Internet-based and communications- 
based economy means. 

In today’s economy, you can do business in another State without 
ever setting foot there. From a State’s perspective, that means that 
out-of-state companies can come in, compete with your mom-and- 
pop stores and compete with your State businesses but not share 
the tax burden of the roads, the education, which I would argue 
that every company who is doing business in the State benefits 
from the services that are provided by that State. 

I think, philosophically. States have come together with regard 
to simplification of big sales taxes. The Streamlined Sales Tax and 
Use Agreement is an example where States have come together to 
address the complex issue and try to solve a national problem in 
working with business. 

At the end of the day, we are trying to mostly form a physical 
presence standard for sales taxes, which is what Quill said, into 
more of an economic presence standard where remote vendors can 
collect and be asked to collect those sales taxes. 
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To comment on the business activity side, say, we are going to 
reverse where we current stand and move backwards 49 years, 
does not make a lot of sense from a tax policy standpoint. 

And certainly, when you are talking about congressional inter- 
ference with State tax systems. Congress has to be very, very care- 
ful about when it crosses that line. 

I would also like to say that this is a bottom-line issue. If I was 
representing a company right now, I also would be on this bill. I 
would support it because it is a $6 billion tax break for business. 
It is $6 billion that will go to almost any business who is not phys- 
ically present. 

However, it is also a $6 billion tax break that can go to compa- 
nies who are physically present. 

Under this bill, you can do the type of tax planning where you 
can have two toy stores next to each other; one who has the means 
to hire the tax counselors to actually exploit the loopholes in this 
bill. And all of a sudden, you have the same stores physically 
present in the State, one paying business activity tax and one not. 
That does not seem to be a good standard for Congress to be set- 
ting for a modern economy. 

Lastly, there is a lot of talk about States entering into discus- 
sions. 

I would agree that clarifying the laws, making it clear, moving 
forward, are discussions worth having, but they must be balanced 
with State interest of sovereignty and the revenue interest of 
States. 

NGA is repeatedly on this issue over the past years, and I think 
Mr. Delahunt made this point at the last hearing. Please get to- 
gether and have a discussion of how we can move forward. 

Unfortunately, in that time, my phone rang once. And that call 
was to tell me that this bill was being dropped. 

The governors would welcome a discussion, but I think we have 
to talk about what is the question that has to be — what is the ques- 
tion and what is the problem, and then what can we do in a bal- 
anced fashion that makes sense, respecting State sovereignty and 
the revenue concerns. 

Thank you. Chairwoman. 

[The prepared statement of Mr. Quam follows:] 

Prepared Statement of David C. Quam 

Chairwoman Sanchez, Ranking Member Cannon and members of the Sub- 
committee, I am pleased to be here on behalf of the National Governors Association 
(NGA) to communicate governors’ strong opposition to H.R. 5267, the “Business Ac- 
tivity Tax Simplification Act of 2008.” 

Governors oppose H.R. 5267: 

Governors’ long-standing policy regarding federal interference with state business 
activity teixes is clear and unambiguous. NGA Policy reads: 

“The nation’s governors oppose any further legislative restrietion on 
the ability of states to determine their own poliey on business aetivity 
or corporate profits taxes. This is an issue of state sovereignty. The U.S. 
Constitution adequately protects the interests of both states and busi- 
ness.” (NGA Policy Position, EC-9) 

H.R. 5267, the “Business Activity Tax Simplification Act of 2008,” like its prede- 
cessors in other Congresses, represents an unwarranted federal intrusion into state 
affairs that would allow companies to avoid and evade state business activity teixes 
(BAT); increase the teix burden on small businesses and individuals; alter estab- 
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lished constitutional standards for state taxation; and cost states billions in existing 
revenue. While governors welcome the opportunity to discuss issues related to busi- 
ness activity teixes, they urge Congress to oppose measures such as H.R. 5267 that 
would assist large corporations to the detriment of other taxpayers and states. 

IH.R. 5267 violates core principles of federalism: 

Governors oppose H.R. 5267 because it represents an unnecessary intrusion into 
the states’ authority to govern. U.S. courts have long recognized the authority of a 
state to structure its own tax system as a core element of state sovereignty. H.R. 
5267 would interfere with this basic principle by altering the constitutional stand- 
ard that governs when states may teix companies conducting business within their 
borders. Specifically, the bill would mandate the use of a physical presence standard 
for determining whether an entity can be taxed. This differs from economic pres- 
ence, such as the “doing business” or “earning income” standards used by most 
states. As discussed below, this change would shrink state tax bases by relieving 
out-of-state businesses of BAT liability while allowing larger in-state companies to 
circumvent tax laws by legalizing questionable tax avoidance schemes. These out- 
comes would effectively constitute a federal corporate tax cut using state teix dol- 
lars — a decision that, fundamentally, should be left to state elected officials. 

IH.R. 5267 would encourage tax evasion and avoidance: 

H.R. 5267 promotes avoidance of state taxation. At a time when the federal gov- 
ernment is closing loopholes in the federal tax code, H.R. 5267 would subvert state 
tax systems by creating opportunities for companies to structure corporate affiliates 
and transactions to avoid papng state taxes. 

The bill’s physical presence standard would significantly raise the threshold for 
business income taxation in most states and, according to a January 20, 2006 report 
by the Congressional Research Service (CRS) on similar legislation, lead to more 
“nowhere income.” In fact, CRS noted that legislative exceptions to the supposed 
physical presence standard, including its massive expansion of P.L. 86-272 to serv- 
ices, “would . . . expand the opportunities for tax planning and thus teix avoidance 
and possible evasion.” 

If H.R. 5267 provides the opportunity for planning, corporations will use it to 
avoid taxation. For example, a recent Wall Street Journal article demonstrated the 
extent to which corporations already work to avoid state business taxation. (“Inside 
Wal-Mart’s Bid to Slash State Taxes,” Wall Street Journal, Oct. 23, 2007.) The arti- 
cle details the extensive tax avoidance strategies of Wal-Mart as it sought to reduce 
its state tax liability through a series of sophisticated strategies, some of which 
states later identified as abusive and illegal teix shelters. A common thread among 
the strategies was the formation of entities in jurisdictions that do not tax certain 
activity, followed by a shift of income to the entity to avoid taxation. If enacted, the 
physical presence nexus standard of H.R. 5267 would federally codify such teix prac- 
tices and grant corporations with the means to restructure their businesses with a 
federal permission slip to aggressively avoid state taxation. 

H.R. 5267 would harm locally-owned and small businesses: 

H.R. 5267 would favor large, multi-state corporations to the detriment of small 
businesses and individual taxpayers. By raising the jurisdictional standard for tax- 
ation, H.R. 5267 would effectively limit a state’s business activity tax base to in- 
state companies. Out-of-state vendors could therefore compete for customers against 
in-state businesses with the advantage of inequitable tax responsibilities. 

At the same time, larger in-state companies with the size and means to hire pro- 
fessionals specializing in tax avoidance could minimize or eliminate their state busi- 
ness tax liability even though they are present in the state. This ability to be phys- 
ically present yet avoid state taxation places a disproportionate tax burden on 
smaller, in-state businesses and individual taxpayers. Companies willing to compete 
for customers and earn revenue in a state should share the responsibility of paying 
for state services that benefit all businesses. 

H.R. 5267 would alter established constitutional standards: 

H.R. 5267 would alter the existing constitutional standard for taxation of business 
activity. The U.S. Supreme Court has never required a physical presence standard 
for imposing business activity taxes. In fact, since the time of this Subcommittee’s 
last hearing on this topic in 2005, state courts, and through its denial of certiorari, 
the U.S. Supreme Court, have clearly established economic presence, not physical 
presence, as the appropriate standard for determining if a company has sufficient 
contacts to impose a business activity tax. (A&F Trademark, Inc., et al. v. Tolson, 
605 S.E. 2d 187 (N.C. Ct. App. 2004), review denied (N.C., 2005), eert denied, 126 
S. Ct. 353 (2005); Kmart Properties, Inc. v. Taxation and Revenue Dept., No. 21,140 
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(N.M. Ct. App. 2001), certx quashed (N.M. 12129105); Lanco, Inc. v. Director, Divi- 
sion of Taxation, 908 A.2d 176 (N.J. 2006), cert, denied, 127 S.Ct. 2974 (U.S., 6/18/ 
07); Geoffrey, Inc. v. Oklahoma Tax Commission, 132 P.3d 632 (Okla. Ct. Civ. App., 
12/23/05), review denied (Okla., 3/20/06); Commissioner v. MBNA America Bank, 
N.A., 640 S.E.2d 226 (W.V. 2006), cert, denied, FIA Card Services, N.A. v. Tax Com- 
missioner of West Virginia, 127 S.Ct. 2997 (U.S., 6/18/07)). H.R. 5267 would disrupt 
this well-established constitutional standard and call into question state business 
activity teix systems in every state. 

H.R. 5267 would undermine state revenues: 

H.R. 5267 represents a huge unfunded mandate that will result in the loss of bil- 
lions of state dollars. A survey released by the National Governors Association found 
that a substantially similar House bill, H.R. 1956, would cost states more than $6.6 
billion annually. (“Impact of H.R. 1956, Business Activity Tax Simplification Act of 
2006, On States,” National Governors Association, September 26, 2005.) Preliminary 
cost estimates for H.R. 5267 yield similar results, with first-year loss estimates 
ranging from $20 million in a state like Idaho to over $366 million for New Jersey. 
State losses also will grow as companies restructure to take advantage of H.R. 
5267’s loopholes. California estimates that if enacted, H.R. 5267 would cost the state 
$135 million in 2011 then grow to more than $614 million just two years later. 

This shift in revenue, while beneficial to business, is particularly harmful to 
states because unlike the federal government, states are required to balance their 
budgets. Consequently, when federal action causes states to lose revenues, states 
must act to replace lost funds by either increasing taxes or cutting programs. The 
economic effects of such actions are pro-cyclical in that they make economic 
downturns worse. NGA already predicts that 21 states are likely to face $34 billion 
in budget shortfalls for fiscal year 2009. Federal legislation that would reduce cor- 
porate state taxes by $6 billion annually would only further exacerbate the pro-cycli- 
cal pressures on states and thereby prolong the economic downturn and delay recov- 
ery. 

Conclusion: 

States have demonstrated that they are willing to address state tax issues on a 
national basis. Through projects like the Streamlined Sales and Use Teix Agree- 
ment, states have come together with the business community to fashion workable 
solutions that address both private and public sector interests. 

Unfortunately, in the context of business activity taxes, proponents of bills like 
H.R. 5267 have shown little willingness to work with states to either properly define 
the problem or discuss solutions that balance the goals of certainty and consistency 
with state authority and revenue requirements. As a result, NGA will continue to 
oppose legislation like H.R. 5267 and call upon Congress to reject legislation that 
interferes with state business activity teix systems. 

Ms. Sanchez. Thank you, Mr. Quam. 

We will now begin our round of questioning, and I will begin by 
recognizing myself first for 5 minutes of questions. 

Mr. Johnson, businesses contend that it is understandable for 
them to pay taxes when they receive government benefits in re- 
turn, such as police and fire protection. 

How do you respond to supporters of a physical presence stand- 
ard who contend that businesses receive no benefit from govern- 
ment under the economic presence standard? 

Mr. Johnson. Well, I would respond in two ways. Madam Chair. 

First, I would say that — take the example of the bank, the out- 
of-state bank. 

It is using the same financial infrastructure that a State bank 
is using. It is using the courts to enforce its contractual obligations. 

It is benefitting from the working force and exploiting the market 
in the State the same way that a local bank is. 

It doesn’t have to pay property taxes because it doesn’t have 
property there, but it is certainly exploiting the market and the civ- 
ilized society that is created there. 
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So I think that bank does benefit from the courts, the infrastruc- 
ture provided by the State. 

Secondly, look at the toy store example. You can have, under this 
bill, you can have an intangible holding company that essentially 
sucks the profit out of a bricks and mortar company and it won’t 
have to pay any tax. 

Under 86-262, you can have those salesmen driving on State 
roads, being protected by the State police force, having company 
cars protected by the State police force and the fire department. 
They simply receive those benefits. They should pay a fair share. 

Ms. Sanchez. Thank you. 

Mr. Quam, I know you have been before this Subcommittee many 
times, but with respect to this particular issue, do you agree that 
there is a problem here? That there is a lack of a clear and uniform 
standard that has made it difficult for businesses to meet their fil- 
ing obligations and to sort of plan prospectively? 

Mr. Quam. There are certainly different standards. But as we 
have talked many times, federalism is difficult. 

The sovereignty of States to establish their own revenue systems 
is a core of that sovereignty. And so that will engender certain com- 
plexities. 

Ms. Sanchez. But you don’t think that, perhaps, we might be 
able to benefit from a little uniformity or a little more clarity? 

Mr. Quam. There can be benefits to uniformity. I think they real- 
ly have to be measured against State sovereignty interests. 

Again, I think States may be willing to discuss, you know, what 
the particular problem is and see if there is a way to clarify. How- 
ever, States still need the flexibility to control and manage their 
own State systems. 

Differences will always remain. There are some things that can 
be done. Unfortunately, under this bill, what you are really doing 
is gutting the entire system to solve what I think may be a much 
more pointed problem. 

Also, one thing that this bill does not do is establish a clear line. 
Physical presence sounds clear, but not when you incorporate all 
the exceptions that still remain in this bill. 

They might not be line for line like they were in previous meas- 
ures, but they are still contained in here with some of the excep- 
tions. 

So, unfortunately, we don’t have a bright-line before us. 

Ms. Sanchez. That is a point well-taken. 

You indicate in your written statement that H.R. 5267 would in- 
crease the tax burden on small businesses and individuals, and I 
am interested in knowing why you believe that. 

Mr. Quam. The reason for that is, going back to my example of 
the two toy stores, the fact of the matter is, under physical pres- 
ence standards, particularly the one in this bill, you can have a 
company that is physically presently that does not pay tax. 

Your small business who does not have the fleet of accountants 
and does not have the tax attorneys to do some of the planning 
necessary to take advantage of the loopholes in this bill is going to 
pay full freight. 
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They are going to pay the State business activity tax, the prop- 
erty tax. They are going to pay their taxes as good corporate citi- 
zens. 

The company next to them that may be a large conglomerate or 
corporation that has the ability to do that can do the t^ax planning 
to avoid that State taxation, and now you have two stores running 
the same business. One has a lower tax burden than the other, yet 
both are physically present. 

That increases the burden on those who are there that can’t do 
that tax planning because the tax burden still remains within that 
State. 

Ms. Sanchez. Mr. Petricone, I know that you stated that your 
members are good corporate citizens and that the purpose of this 
bill is not to evade taxes and I want to believe you. 

But I do also know that there are, occasionally, a few bad apples 
that will try to exploit certain advantages. 

I wanted to ask you specifically, earlier this year the New York 
State Bar Association recommended that Congress establish a clear 
nexus standard for a States’ imposition of a business activity tax. 

And it suggested that the standard take into account economic 
presence rather than a pure physical presence test and include a 
reasonable de minimis threshold before imposing a tax on a busi- 
ness. 

Do you like anything at all about the Bar Association’s rec- 
ommendation? Or are you totally opposed and wholeheartedly just 
a supporter of the physical presence standard? 

Mr. Petricone. Well, Madam Chairwoman, there is many ways 
to get there. One thing that small businesses need that is very im- 
portant to them is certainty. 

They want to know how they are being taxed, where they are 
being taxed, and who they are being taxed by. 

Again, you know, when you have minimal resources, the notion 
of complying with multiple taxing entities operating under multiple 
rules is — I mean, it may sound look a minimal thing, but it is ex- 
traordinarily burdensome to you and expensive. 

Ms. Sanchez. Wouldn’t a small business that was subject to de 
minimis standards have some certainty? 

Mr. Petricone. Right? Well, the attraction of the physical pres- 
ence rule for us is that that is far and away the simplest to under- 
stand and the simplest to administer. 

While I realize that there are other ways to get there, and that 
is good and that should be discussed, for us, it is the simplicity of 
the physical presence standard that is very attractive. 

Ms. Sanchez. You are a physical presence standard only guy? 

Mr. Petricone. That is what we believe to be the best solution, 
yes. 

Ms. Sanchez. Okay. Thank you. 

My time has expired. At this time, I would recognize our acting 
Ranking Member, Mr. Jordan, for 5 minutes of questioning. 

Mr. Jordan. Thank you. Madam Chair. 

Mr. Johnson, a couple of times, you have mentioned 86-272 is 
clear that a company can have a sales force in a State driving on 
roads — to use your language — and not be subject to tangible per- 
sonal property tax in that jurisdiction. 
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You also said in your opening comments that you think busi- 
nesses have failed to show that there is adequate need to update 
this 1959 law. 

How do you square what you just said with the example that Mr. 
Ducharme gave with his experience in the State of New Jersey and 
them seizing his property and stopping the boats from being deliv- 
ered? 

How do you square those two? 

Mr. Johnson. Well, I guess I would respond to Mr. Jordan first. 

I would agree that there is a need for some clarity in this area. 

The Multi-State Tax Commission has promulgated a factor pres- 
ence formula that would provide that most businesses don’t have 
to pay any income tax in a State unless they have either more than 
$500,000 worth of sales, more than $50,000 worth of property, or 
more than $50,000 worth of payroll in the State. 

I think something like that should be adopted by the States uni- 
formly. I think an important part of tax policy is certainty, and 
small businesses do need certainty. 

So to the extent that that problem exists, and it does exist, I 
think the States should work collectively to solve it. We would 
rather have the businesses come to us as States and solve that 
rather than have it imposed at the congressional level. 

Second, I would just say that New Jersey is not here. They pro- 
vided a letter that describes their jeopardy assessment policy. 

Jeopardy assessments are common in the States. They are also 
used by the Federal Government. 

There is always, at the very least, a post-deprivation due process 
hearing that is required in case those powers are being exercised 
inappropriately. 

You know, without 

Mr. Jordan. Okay. 

Mr. Ducharme, in your experience, you related the New Jersey 
story, are you seeing this more widespread? Are you seeing other 
States being aggressive? 

I mean, give me some of your experiences. 

Mr. Ducharme. Our personal experience in New Jersey has defi- 
nitely been the most aggressive. 

The process that we have encountered with the other States that 
have contacted us has been a phone call questionnaire. Mind you, 
that really doesn’t have any merit to whether or not they are going 
to assess tax on you, but it has been more of a formal phone call 
questionnaire return separation process as opposed to what we en- 
countered in the State of New Jersey. 

Mr. Jordan. Sure. 

Any time any department of taxation is calling you, you certainly 
take notice, I would think. 

Mr. Ducharme. Yes. 

Mr. Jordan. I understand how that is. 

Maybe you and Mr. Petricone, give me your general thoughts on 
where you think it is headed. I mean, if we don’t get some clarifica- 
tion, what — give me your thoughts of what you see in the not too 
distant future and how that impacts you. 

And I know you have talked about that some. I will come back 
to you, Mr. Petricone. 
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Mr. Petricone. Right. Congressman Jordan, what worries me 
about this issue is, left to its own devices, there is an upward — ef- 
fect. 

Mr. Jordan. Right. 

Mr. Petricone. You know, I mean, if somebody doing this to my 
company, than I am certainly going to do this to your company. 

You know, and you have 50 States, and you have got municipali- 
ties and — ^you know, so there are potentially dozens and dozens of 
jurisdictions where these may be enacted. 

Mr. Jordan. Right. 

Mr. Petricone. So we are afraid — right now, you can say it is 
only a dozen States, what is the big deal. But we are convinced 
that, left to its own devices, it is going to worse. I mean, the condi- 
tion is there for it to get worse. 

I can also add 

Mr. Jordan. You know, that is the nature of government. 

Mr. Petricone [continuing]. Right. And, of course, there is every 
political incentive to export your tax burden, sir. 

Even at the present time, there are a few issues; Congressman — 
gets many calls from our small business members saying, you 
know, this just happened to me, this is terrible, what can I do. 

And at present, there is not a lot I can tell them. 

Mr. Jordan. Go ahead. I have got one more question for Mr. 
Petricone, but go ahead. 

Mr. Ducharme. I think the discussions that we have had inter- 
nally at Monterey have centered around, you know, what is the ra- 
tionale for this process; how did it begin? 

And it all stems from, and it is our opinion that it is the con- 
straints that State budgets are having that they are looking for ad- 
ditional revenue. 

This seems to be a short-term solution to a long-term issue. 

Monterey Boats, all activity occurs in the State of Florida. 

We have independent sales reps that are not employees of Mon- 
terey, so we don’t benefit from any of the resources of the States 
that we deliver boats into. 

We pay income, sales, property, real property taxes in the State 
of Florida. We pay for permits and fuel taxes in the various States 
that we deliver to. 

At the end of the day, our activities within all these States that 
are imposing tax on us, we don’t actually benefit from. The ulti- 
mate buyer, yes, they do; but we, as a corporation, do not. 

Ms. Sanchez. The time of gentleman has expired 

I just wanted to make sure the witnesses have your mics on 
when you are answering questions. For recording purposes, we 
need the mics on even though we can hear you. 

At this time, I would like to recognize the Chairman of the full 
Judiciary Committee who has joined us, Mr. Conyers, for 5 minutes 
of questions. 

Chairman CONYERS. Thank you very much. Chairwoman 
Sanchez. 

What a great afternoon here to have standing-room-only. 

Why is it that Subcommittee number five always seems to at- 
tract more attention than all the other great Subcommittees that 
exist on the Judiciary Committee? 



58 


Ms. Sanchez. It is because of the Chairwoman, I think. That is 
the short answer, Mr. Conyers. 

Chairman CoNYERS. Well, the Chairwoman is correct herself. 

Look, when we started here in the 110th Congress, nobody want- 
ed to go on Subcommittee number five. Now, I am still getting re- 
quests for people that ask me to enlarge number five, can they get 
on it for next year, and it goes on and on and on. 

More subpoenas and authorizations for subpoenas come out of 
this Subcommittee than any other — than all the other Subcommit- 
tees on the Judiciary Committee. 

Look, and here we are this afternoon, standing-room-only, offices 
on K Street, Pennsylvania Avenue, L Street, Georgetown, are left 
lane barren. And everybody is here. 

I look across the room, the only ones that aren’t here are Mem- 
bers of Congress that have offices in those places that I just named. 

And so we know that something important and significant and 
serious is afoot here. 

Now, what to do? 

Well, let us have some fairness for the business community. 
Okay. But let us remember that the States are catching hell. Most 
of them are insolvent. And so what should we do? 

Well, it devolves upon this powerful Subcommittee under the dis- 
tinguished leadership of the gentlewoman from California to urge 
that there be further negotiations after this splendid hearing this 
afternoon. 

We have got to start talking with some people. Here, we have 
wonderful divisions here. We heard our first two colleagues on the 
Committee. They are joined by Messrs Pence and Gallegly. 

And, of course, the distinguished gentlelady from California, Ms. 
Lofgren and former magistrate Hank Johnson. 

I mean, the only few people hanging out here uncommitted are 
the gentleman from Massachusetts and the acting. Ranking minor- 
ity Member here and myself. 

And so we would like the results of this hearing to be the predi- 
cate for some other discussion in which we try to resolve what is 
the central dilemma. 

Sure, let us protect business. But tell me what I tell Governor 
Granholm when I go back to Detroit just what we did. We just re- 
lieved you of millions of dollars of taxes that would have been com- 
ing into Michigan because of the benevolence of the Subcommittee 
number 5 and this work it sent to the full Committee. 

That may present a difficult situation. 

So what advice do you witnesses have here for a person in my 
predicament? 

Ms. Sanchez. And I would note that the witnesses have 5 sec- 
onds to answer Mr. Conyers’ question. [Laughter.] 

Chairman CoNYERS. Well, I yield back the balance of my time. 
[Laughter.] 

Ms. Sanchez. If anybody would like to take a crack at that brief- 
ly? 

Mr. Quam? 

Mr. Quam. Congressman, I think you make a very good point. 
Taking money away from the States right now is a very bad idea. 
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States, of course, have to balance their budgets, so taking $6 bil- 
lion out of State economies would actually hinder States’ ability to 
recover even from the economic downturn we are in. 

A State such as yours, I think the estimate is almost $500 mil- 
lion under this bill that would be to be filled by the State, a State 
that is having difficulty. 

And I know that the governor has communicated that to you. 
Governors are always willing to talk. I think discussions can be 
warranted. They have to be balanced. 

Clarity and uniformity has to be balanced against State sov- 
ereignty and revenue needs. If those discussions can take place 
with balance, there is probably some place to go. 

However, unfortunately, up until now, we haven’t had a bill with 
us that suggests that balance. 

I think discussions within that framework are possible. They are 
going to take some work. But I thank you for your comments re- 
garding this bill and the condition of States. 

Ms. Sanchez. Mr. Johnson? 

Mr. Johnson. I would just like to make one brief point. 

In my view, this is not so much a business versus States bill; this 
is a multi-state, sophisticated, large business versus local business. 

In Utah, every dime we get from the income tax, the corporate 
income tax and the individual income tax, go to educate our chil- 
dren. 

We are going to have to get that money from somebody. If we 
can’t get it from multi-state businesses, we are going to have to get 
it from our individual taxpayers or our local businesses. 

That is, to me, where the rubber hits the road on this one. 

Ms. Sanchez. Thank you. 

Mr. Petricone? 

Mr. Petricone. Mr. Chairman, I appreciate you being here, and 
I appreciate the very articulate way you put forward the very le- 
gitimate concerns of the States. 

Many of the business we represent are small businesses. They 
are trying to create jobs, and they are trying very hard to keep 
their heads above water in a very, very tough economy. 

And they are being hit by these taxes in States, sometimes, they 
hardly knew they were doing business in. 

And, you know, I am getting calls on a regular basis by members 
who want to know what to do. 

Small businesses operate close to the bone. They are now in a po- 
sition to comply with multiple taxing entities and multiple tax ju- 
risdictions. 

So I would simply ask that you and this Committee, you know, 
do everything you can to come up with an environmental solution 
that is fair to the States who have legitimate revenue needs but 
also to businesses and small businesses that are trying to create 
jobs and keep on moving forward. 

Ms. Sanchez. Thank you. 

At this time, I would like to — Mr. Ducharme, did you want to 
add anything? 

At this time, I would like to recognize the gentlewoman from 
California, Ms. Lofgren for 5 minutes of questioning. 
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Ms. Lofgren. Thank you, Madam Chairwoman, and thank you 
for holding this hearing. 

I do think the hearing is an important one. There are important 
issues presented by all the witnesses here today. 

I actually think — I co-sponsored the bill. I do think that there is 
lack of clarity in the law on what constitutes sufficient nexus for 
taxation. 

It is pretty clear the Supreme Court is not going to provide clar- 
ity, so that means that if there is going to be some clarity, prob- 
ably, we need to play a role. 

As Mr. Conyers has just said, and I think you are noting, there 
is room for the States and the business community to come to- 
gether on this issue and reach an agreement. 

And I think, you know, it is possible, but we have a role to play 
in helping that to happen. If so, I am willing to do whatever part 
is necessary. Whether or not agreement is reached, I think further 
exploration would be of enormous value. 

You know, my State of California has a $19 billion budget deficit 
and getting larger. I know that if we had the same income tax 
rates that we had when Ronald Reagan was governor, basically, we 
wouldn’t have a deficit. 

So there are many things that States can do, and I am mindful 
that it is, oftentimes, easier to tax the guy who isn’t in your State 
than the guy who is in your State and who has a presence. 

So that is not necessarily the right and responsible way to deal 
with a budget crisis. 

I was in local government — I am only going to be able to say this 
for 6 more months — longer than I have been in the House of Rep- 
resentatives, so I am not hostile to the need to get revenue into 
public services. It is very important. 

But we also need to foster a decent business environment. 

I was wanting to see the letter sent by New Jersey. Apparently, 
we don’t have a copy of it. Hopefully, we can get that later. 

But, Mr. Ducharme, can you explain what the representation 
was made by New Jersey in that letter? 

Mr. Ducharme. Can you clarify for me the initial jeopardy as- 
sessment letter that we received or the notification? 

Ms. Lofgren. Mr. Johnson said that the State of New Jersey 
had sent a letter for this hearing. Apparently, it cannot be found 
anywhere. Well, you haven’t seen it either. 

Mr. Ducharme. We received an acknowledgement letter from the 
State of New Jersey notifying us that we had been scheduled a 
date for the Conference and Appeals Branch. 

Ms. Lofgren. All right. 

Mr. Ducharme. Is that the letter that you are referring to? 

Ms. Lofgren. I don’t think that is what Mr. Johnson was refer- 
ring to. Maybe I can ask Mr. Johnson. 

What was in that letter? 

Mr. Johnson. Yes. If I may, I have a copy of a letter that is ad- 
dressed to the Honorable Linda Sanchez from the State of New Jer- 
sey dated June 18, 2008. 

Ms. Lofgren. I think you are the only one who has that letter, 
so I would love to see it if I could. 
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Mr. Johnson. We will certainly be pleased to provide copies to 
the Committee. 

Ms. Lofgren. Maybe the clerk can get it now so I can take a 
gander at it. 

I am wondering, Mr. Petricone, when you talk about intangible 
and the kind of crazy quilt that we have now, why do you think 
that the bill that we are pursuing now actually provides the relief 
that is necessary in terms of uniformity, and how will that not dis- 
advantage States? 

Mr. Petricone. Because, Congresswoman, at the very least with 
this bill, everybody is playing under the same rules. There is a defi- 
nition of physical presence; everybody understands what it means. 

Small businesses and businesses in general know what their li- 
abilities are and who they can be expected to be taxed by. 

The element of certainty is very important to us. 

Ms. Lofgren. It just strikes me that the — our country was set 
up in a way to not constrain commerce between the various States 
because we are the United States of America. We are not a pre- 
E.U. Europe. 

Although this was never intended, perhaps, to disassemble that 
unity. In fact, if you start taxing entities for driving through a 
State, you are burdening, really, the economic entity that is the 
United States. 

So I think this measure is, you know, maybe it is not the perfect 
bill. I am happy to be a co-sponsor, but I think the principle — is 
enormously important, and I think that if the parties can come to- 
gether and come to some agreement, that would probably be the 
best possible outcome because everybody has got an incentive. 

I mean, if we move forward. States are just afraid they will lose, 
and I think that is a likely outcome unless we can come up with 
some resolution. 

So I think everybody should be motivated. 

I thank the gentlelady for recognizing me. 

Ms. Sanchez. The time of the gentlelady has expired. 

At this time, I would like to recognize Mr. Eeeney for his 5 min- 
utes of questions. 

Mr. Eeeney. Well, I thank the Chairman, and I will be brief. 

I was only able to attend the last few minutes of the hearing, so 
I don’t want to be duplicitous of anything that has been asked. 

I should say that I have been a long-time supporter and co-spon- 
sor of the act that is being considered today. 

And I have had a chance to review some of the testimony. 

You know, there is an old rhyme — I spent 12 years in the State 
legislature — that when it comes to raising revenue, the best way to 
do is, according to the rhyme, don’t tax you, don’t tax me, tax the 
guy behind the tree. 

And unfortunately, the guy behind the tree, all too often, is the 
person who is not there physically to defend himself, whether it is 
in the halls of the lobbyists on the last night of a legislative session 
or whether it is because they literally do not have a physical locus 
in the State. 

And, you know, I would suggest there are a couple constitutional 
protections of the so-called dormant clause to the commerce clause 
which has been resurrected in the Quill Case and, of course, I 



62 


think also the 14th amendment has some protections for people 
that are hit from one State with a tax that impacts them. 

Having said that, we have got some States that are understand- 
ably, including my State of Florida, had to cut about, oh, 10 per- 
cent of expenditures this year from about a $70 billion total State 
budget to $63 billion. 

So understandably. States are under pressure to raise revenues. 
But I think in order to have a balanced playing field to promote 
interstate commerce and to promote fair play, this bill strikes an 
important balance so that States have plenty of revenue options 
available to them, but basically taxing people that do not have a 
physical presence or, you know, I think has some fundamental 
problems. 

I do note that we have a Florida businessman here, and so you 
have had some experience with New Jersey and, perhaps — have 
you had any other States that have aggressively tried to pursue 
collection of taxes from you? 

Mr. Ducharme. The State of Washington, the State of Michigan, 
the State of New Jersey, and inquiries from South Carolina and 
Maine. 

Mr. Feeney. And given your experience, I guess I would just ask 
you to sort of speculate other types of businesses, maybe not boat 
manufacturers or your specific business, the uncertainty in the law 
with 49 States that you may ship to or have ancillary business 
with but are not physically located in, what type of uncertainty — 
what type of problems does that create for a business regardless of 
where they are actually physically located? 

What types of potential problems does that create as you are try- 
ing to create a business plan, trying to create, plans, a manufac- 
turing facility, borrowing money to expand your business and, 
hopefully, create jobs. 

What type of planning dilemmas does that create for a small 
business person trying to grow into a mid-sized business or a large 
business? 

Mr. Ducharme. That is a good question. 

The biggest and most pronounced issue is going to be the burden 
of the accumulated costs that we would incur from hiring staff to 
wrap their arms around and get an understanding the various 
States tax issues. 

Hiring and retaining accountants and tax attorneys and attor- 
neys within each State would become a burden that, under the cur- 
rent economic situation, would be very difficult to pass along in the 
pricing of our, in our case, our boats. 

Mr. Feeney. Well, I think that is a great point, you know, to 
have 50 different sub-accounting departments and tax-planning de- 
partments just to make sure you weren’t violating somebody’s laws 
somewhere would create a horrendous choice for small businesses 
trying to grow and make their products available. 

So with that. Madam Chairman, I think this bill, you know, 
strikes a good balance and I thank all of our witnesses and would 
be happy to yield back the balance of my time. 

Ms. Sanchez. The gentleman yields back the balance of his time. 

At this time, I would like to recognize the ever-patient gentleman 
from Massachusetts, Mr. Delahunt for 5 minutes. 
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Mr. Delahunt. Well, thank you so much for that kind and gen- 
erous introduction. 

I have been attending these hearings — I should direct this to the 
Chair — long before you came to Congress. As Yogi said, “It is deja 
vu all over again.” 

I am disappointed to hear, Mr. Quam, that your phone rang only 
once since my last admonition. 

Other witnesses have testified, and I concur, that we are dealing 
with a different economy. This is a modern economy. The Internet 
is playing a more and more significant role, and we have to adjust. 

But there is also a political reality here, and I think you, Mr. 
Ducharme and Mr. Petricone, have recognized it. That is, that 
nothing is going to happen with this bill until there is some accom- 
modations. 

You know, I just hear the arguments so eloquently put forward 
by my friend from Florida about the complexity of it all and the 
burdens that, particularly, small business have to endure. 

And the reality is that I think there is sentiment that supports 
dealing with that. 

And I would use the example of the SST — and Mr. Johnson, you 
are very familiar with that, and you are, Mr. Quam — where there 
has been substantial progress made to resolve that in favor of the 
business community to make it more simple. 

But what I see is a lack of political will on the part of the stake- 
holders to come to the table and to achieve a, I think, a potential 
consensus that you can all work with. 

I find it interesting that those that speak out in support of the 
business activity tax reform, let us call it, are reluctant to express 
their support for the streamlined sales tax when, really, they are 
all part of the same concerns. 

There ought to be, I think — and I have said it before — a grand 
solution, if you will. 

Was it you, Mr. Quam or Mr. Johnson, that indicated it is about 
$6-1/2 billion that would be lost revenue? 

Mr. Quam. Yes, sir. 

Mr. Delahunt. What is the amount — what is the projected lost 
revenue to the States as a result of the Quill decision as it relates 
to the collection of the sales or use tax? 

Mr. Quam. Last estimates were around $30 billion. 

Mr. Delahunt. $30 billion. So we would have a factor of five 
there. 

You know, I am sure there are ways to achieve reconciliation on 
all of these issues. 

I don’t see this particular proposal — maybe it gets out of Com- 
mittee — but getting it through the Senate and on a President’s 
desk, I think you better go back and give it another shot and sit 
down and bring those other stakeholders that are not represented 
here with you to the tab and sit down with the governors and begin 
those conversations that could very well lead to a resolution. 

And I think there are people on this Subcommittee and the 
gentlelady from California, Ms. Lofgren, offered her good offices. I 
am sure the Chair of the Subcommittee and the Ranking Member 
would also be willing to participate in, somehow, mediating — or 
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navigating is probably a more appropriate term — through this dif- 
ficult, thorny issue. 

Otherwise, you are going to have somebody sitting in this very 
chair 5 years from now, and there will be just be a different set 
of witnesses discussing the same issue. 

So I think Congress is clearly inclined to be supportive, however, 
I don’t see it as a major priority for this particular Congress. 

The will and the intent has to be generated by those impacted. 

With that, I will yield back. 

Ms. Sanchez. The gentleman yields back the balance of his time. 

I would now like to recognize my good colleague from the State 
of Georgia, Mr. Johnson for 5 minutes of questions. 

Mr. Johnson of Texas. Thank you. Madam Chair. 

You know, there are various types of cutting instruments. You 
know, you have a meat cleaver that is, perhaps, a very fine cutting 
instrument to a butcher. Then you have a scalpel, which is a very 
fine cutting instrument to a surgeon. 

When one wields a cutting instrument, one must be careful with 
the tool selection. 

And I am not sure that the Supreme Court, on an issue such as 
this, is the kind of cutting instrument that is needed or is the type 
of butcher, if you will, or cutter. They are not the exact kind of cut- 
ter that is needed. 

Certainly, you don’t need a butcher on something like this, which 
means you don’t need a meat cleaver. 

And I am not sure that the legislative branch, with, you know, 
435 House members and 100 Senate members can wield a scalpel 
with the precision that that cutting instrument requires. 

But nevertheless, that is what we have. Some would say we don’t 
have a scalpel; we have got a meat cleaver and it is just 435 people 
with meat cleavers trying to chop something up and make some- 
thing better. 

So I am saying that to say that, you know, the legislative branch, 
we certainly have the power to wield the meat cleaver. The judicial 
branch certainly has the wherewithal to wield a meat cleaver as 
well. 

But it seems to me that with 50 State revenue representatives 
or representatives of States, and with the number of organizations 
that represent large and small businesses, it would seem that those 
entities would get together so that they would not fall victim to ei- 
ther the congressional or judicial wielding of a cutting instrument. 

You just can’t — you don’t want to risk that. So this is the kind 
of situation, I think, that cries out for the parties to get together, 
using the offices of the Congress, to facilitate something that 
makes sense because times have changed since our constitution 
was ratified. 

It is a living document, so that means it is going to be subject 
to interpretation depending on the times. 

And certainly, times have changed. The commerce clause has 
held us in good standing and will continue to do so. But it is a mat- 
ter of interpreting the time now and how we can have that con- 
stitution apply in a way that is efficient for business to operate and 
for America to have businesses, particularly, small businesses, that 
can compete in this global economy. 
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Small business is responsible for most of the job creation in this 
country, and I am torn because I support small businesses, but yet 
I am also sensitive to the needs of States and local governments 
to have sufficient revenues to do what we have to do to make life 
better for the people. 

So I am really conflicted. I am a co-sponsor on this bill because 
I do know we have got to have good business for this country to 
remain strong. 

And I will — I think most of the questions have already been 
asked and answered, and I won’t ask you to answer them any 
more. But I will offer my humble offices and expertise should it be 
necessary for the parties to be able to sit down and talk together. 

I will be happy to do whatever I can to help facilitate dialogue 
and discussion. I will yield back the few moments of time that re- 
main. 

Ms. Sanchez. The gentleman yields back. 

We have concluded the hearing for today. 

I want to thank all of the witnesses for their testimony. 

Without objection. Members will have 5 legislative days to sub- 
mit any additional written questions, when we will then forward to 
the witnesses and ask that you respond as quickly as you can so 
that they can also be made a part of the record. 

Without objection, the record will remain open for 5 legislative 
days for the submission of any additional materials. 

Again, I want to thank everybody for their time and their pa- 
tience. 

And this hearing of the Subcommittee on Commercial and Ad- 
ministrative Law is adjourned. 

[Whereupon, at 2:38 p.m., the Subcommittee was adjourned.] 
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Answers to Post-Hearing Questions from Mark Ducharme, 
Vice President and CFO, Monterey Boats, Williston, FL 


Responses from Mark Ducharme 
Chief Financial Officer, Monterey Boats 

to 

The Honorable Linda T. Sanchez 
Chair, Subcommittee on Commercial and Administrative Law 
Committee on the Judiciary 
U.S. House of Representatives 

Regarding Hearing on H.R. 5267, the ’’Business Activity Tax Simplification Act of 2008” 

June 24, 2008 


Q: Thank you for describing your company’s experience with three different states and their 
business activity taxes. Have you spoken with other boating companies who have experienced 
similar circumstances? Would you please describe for us what you have heard? 

A: Monterey Boats has had numerous conversations with other companies tliroughout our industry who 
have had similar experiences. There literally ai'e dozens of examples of manufaemrers of reereational 
boats and recreaiional marine accessories dial have been assessed slate taxes on revenue generated from 
Ihe wfiolesale sales of their producls to Ihird parlies in a slate. I’he nexus standard used lo establish this 
tax obligation typically is so broad that small businesses may be required to file lax returns in dozens of 
states at significant expense. The examples I have discussed with others in the industry typically fall 
under one or more of these three categories: 

1. Warranty service provided by third parties: An out-of-statc manufacturer contracts with a marine 
dealer to perform repairs to equipment or boats that arc covered under the manufacturer’s 
warranty. Altliough the manufacturer has no sales team and no physical presence in tlic state, it is 
deemed to have established nexus because it has paid an independent, in-state contractor to 
perform tliese repairs. In tliis instance, stale officials have claimed dial the image of a brand is 
enhanced when waivanty service is perrormed and this “brand-building activity" constitutes the 
est ablishment of nexus by the brand owner. 

2. Sales to marine dealers: States frequently have determined that nexus has been established by an 
out-of-state manufacturer even w'hen a marine dealer purchases the manufacturers products and 
pays for the shipping of inventory to him. For example, a marine dealer orders five boats from an 
out-of-statc manufacturer. Tlic boats arc delivered, with die dealer paying the transportation 
costs. Numerous boat builders have been assessed business taxes in die state where these products 
arc delivered under die dicory diat die manufacturer’s brand is being “promoted’’ in the state 
dirougli sales generated by the in-siale dealer. 

3. Manufacturer represenluiives at boat shows: Boat shows are venues in which local marine 
dealers rent space, present their inventory to the public and either complete sales on sire or in later 
transactions that occur at a dealership. Manufacturers may at times attend the show's to answer 
questions and to give consumers a sense of the company that manufacturers the product. If these 
manufacturer representadves stay in the state beyond a very^ few days, typically about one week, 
the manufacturer could be ruled to have established economic nexus and be assessed taxes on all 
sales into the slate for dial year 
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Q: You indicate in your written testimony that you have not received a response to your proposed 
resolution to ciarify your responsibility with New Jersey. That was October 2006. Have you 
contacted the state since then? What has been the state’s response, if any, to why the situation has 
not been resolved in 20 months? Have you had to pay further taxes to New Jersey since then? 

A: We have made several attempts to have substantive conversations with the New Jersey tax authority in 
order to receive meaningful guidance since our first appeal to NJ Department of Treasury via a formal 
conference with state-appointed conferee. Monterey Boats has not received any reply regarding our 
proposed resolution to tliis matter. At tliis time New Jersey has not provided autlioritative guidance to our 
company nor have state officials been responsive to om' requests and proposals. As a direct result, our 
company has not fell compelled lo pay NJ Corporate Business Tax until we receive aulliorilaiive guidance 
from the state. 


Q: Earlier this year the New York State Bar Association recommended that Congress establish a 
clear nexus standard for a state’s imposition of a business activity tax. It suggested that the 
standard take into account economic presence rather than a pure physical presence test, and, most 
important for small businesses, include a reasonable de minimis threshold before imposing a tax on 
a business. Would you support such a hybrid model, where the threshold would provide clarity for 
small businesses? Why? 

A: Wfiile a briglil-line slandard would remove some of Ihe arnbiguiiy dial is prevalent today, w e would 
not support such an approach for two reasons. First, il would establish an inequitable lax burden on 
companies and small businesses because a remote seller wxiuld be paying for government services and 
protections that it does not receive. Second, for companies that sell to foreign customers. I understand that 
that if the U.S. law’ were to change to allow taxation due to the mere presence of customers, our country’s 
tax arrangements with foreign countries might then change, too, and those companies would be exposed 
to foreign tax liabilities. It is my strong belief that tlie most reasonable and equitable test to establish tax 
liability in a state is tlirough physical presence. Such a standard eliminates ambiguity, reduces 
complexity and provides tax fairness to an array of businesses, especially small businesses. A clear 
physical presence lesi — as opposed lo an ambiguous economic lest — allows for ihe equilable dislribulion 
of lax revenue lo diose jurisdictions in w hich a business receives government benefit , while preventing 
stales from oveiTeaching ihse conslilulional limils of their taxing authority. 


Q: During his testimony at the June 24 hearing, Mr. David Quam stated the following: “Under this 
bill [H.R. 5267], you can do the type of tax planning where you can have tw o toy stores next to each 
other; one who has the means to hire the tax counselors to actually exploit the loopholes in this bill. 
And all of a sudden, you have the same stores physically present in the state, one paying business 
activity tax and one not.” Please respond regarding the fairness in the tax liabilities for the two toy 
stores in the example Mr. Quam gave. 

A: 'I'his criticism seems unreasonable to me given that, the bright-line slandard Monterey Boats and the 
others advocating for sensible reform on this issue is a “brick and moitar" physical presence Test. If the 
two companies identified in this hypothetical example both have physical presence in the state, as which 
would be the case were the Business Activity Tax Simplification Act To become law, then both were be 
subject to appropriate taxation. The physical presence test is not a loophole. What is currently 
unreasonable and unfair is the manner tlirough wliich certain states are aggressively attempting to collect 
revenues on businesses dial have no operadons in iheir siale, and ihus wliich receive no benefils in dial 
state. Tills creates a degree of complexity and exposure that unnecessarily increases die cost of doing 
business and inlerrupls commerce. Conutiry lo Mr. Quam’ s example, die physical presence siandai’d and 
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other provisioas outlined in H.R. 5267 would substantially reduce abusive stale tax assessments that take 
advantage of smaller businesses that have no reasonable ability to ascertain their tax liabilities in states in 
which ihey have no aclual physical presence, or lo subsequenlly challenge ihese unlawful assessnienis if 
they occur. Extending Mr. Quam’s example and applying it the status quo, the toy store that can afford a 
tax team is better able to counteract unlawful state tax assessments than the toy store that cannot afford 
such tax representation — in other words, the inequity Mr. Quam identifies exists now. A clear physical 
presence standard would eliminate ambiguity and provide tax fairness through clarity. Small businesses 
already face significant hardship from economic nexus criteria, as tlicy arc inequitably bm'dcncd by 
administrative costs as well as the likelihood that the tines, back taxes and interest they have been 
assessed arc less costly than combating tlic assessments in court. Therefore, these small businesses arc 
significantly harmed by current state actions. 

Addilionally, il is iniporlanl lo nole lhai H.R. 5267 would provide prediclabilily, consistency and 
certainty, not create new- "loopholes.” The current confusion over inconsistent and varied nexus standards 
among certain states discourages business in that state, harms commerce and exposes businesses like my 
company to unreasonable and unlaw'ful tax assessments. 
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Answers to Post-Hearing Questions from R. Bruce Johnson, Commissioner, 
Utah State Tax Commission, Salt Lake City, UT 


Utah State Tax Coramissmu 

?AM HENDRICKSON 
CommssjiMNi Chfiir 
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Execulii^- Director 

September 25, 2008 
Mr. Adam Russell 

Subcommittee on Commercial and Administrative Law 
Committee on the Judiciary 
U. S. House of Representatives 
2138 Rayburn House Office Building 
Washington, D.C, 20515-6216 

Re: H.R. 5267-Response to the Questions Posed by Linda T. Sanchez, Chair 
Dear Mr. Russell: 

Following are my responses to the questions posed by Chair Sanchez. Please express to 
her and the other members of the Subcommittee my appreciation for their attention to this 
important matter, 

1 . The state of Utah apparently asserts business activity tax nexus over a 
nonresident company if the company is listed in the local telephone 
books of your state or when it makes a loan secured by real estate 
located in your state. Please explain how that creates a sufficient nexus 
for tax obligation purposes. 

A telephone book listing, in and of itself, may not create nexus. But a listing is one piece 
of evidence that a taxpayer is establishing and maintaining a market. Of course, if the 
number is an in-state phone number, it effectively means the taxpayer has a sales office in 
the state. Thus, a company that has sales representatives in the state that it believes are 
within the P.L. 86-272 protection provided for “solicitation,” will not normally provide a 
telephone listing for those employees, because a sales office, even if located in an 
employee's home, is outside of the protection of P.L. 86-272, Even if the phone number 
is a toll-free number or a standard out-of-state number, however, the existence of the 
listing denotes a certain level of market activity in Utah. And a significant market in a 
state does create nexus in our view. 

A loan secured by real property gives the lender an interest in that real property. The 
state in which that property is located spends resources to protect the property. In doing 
so, the state protects the value of that property for all the interest holders, each to the 
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extent of its interest. The lender files the lien with the appropriate state or county office 
where the property is located for the express purpose of invoking the state’s protection of 
its security interest. The filing not only establishes legal rights enforceable in Utah 
courts, it puts other creditors on notice of the priority of the original lender’s interest. 
Thus, the mere fact of providing a venue for recording the security interest is a valuable 
service performed for the lender by the state, even if a default never occurs. All interest 
holders - whether they hold an ownership interest or something short of that - have a 
property interest located in the state, benefit from the state protections, and thus have 
nexus with the state. 

2. You assert in your written statement that H.R. 5267 would ‘^create tax- 
planning opportunities for large businesses to eliminate state taxation 
of revenues earned in a state.” First, are these opportunities limited 
only to large businesses? Second, please provide an example of one of 
these tax avoidance opportunities. 

There is nothing in the bill that would specifically limit tax-planning opportunities to 
large businesses, As a practical matter, however, for a business to benefit from tax 
planning, it has to have enough tax liability at stake to justify paying tax planners, 
attorneys and accountants and undertaking the corporate restructurings necessary to 
achieve some savings. It is usually the larger businesses that have the tax liability and 
can generate the tax savings sufficient to justify those expenditures. Small, in-state only 
businesses have fewer nexus planning options and are generally subject to tax on 100% 
of their net-income. Small multistate corporations with presence in a state will likely not 
have the tax savings potential that would justity the expense of advisors and 
restructurings, For example, a large company, with significant resources, can afford to 
have a “treasury function” located in a tax- favored state, or even offshore. A smaller 
company, with less invested capital, cannot afford that luxury. 

Moreover, large businesses are more likely to be integrated enterprises than small 
businesses. In other words, they are more likely to manufacture, distribute and sell 
products, whereas smaller businesses are more likely to perform only one or two of those 
functions. A business with both manufacturing and sales activities can more easily avail 
itself of entity isolation strategies, such as the “sales affiliate carve out” described below. 

One simple example of this type of tax avoidance opportunity is a “sales affiliate carve- 
out.” To understand how a “sales affiliate carve-out” works, talce the case of a 
corporation that has both a factory and sales in a state. Today, that corporation would 
pay tax on whatever share of profit from its entire enterprise is attributable to that state. 
But if sales do not create nexus, which they would not under H.R. 5267, that corporation 
has an incentive to restructure itself into two entities. One entity would am the factory 
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and would be taxable by the state. The other entity (the sales company) would not have 
nexus under H R. 5267 because it only sells the product into the state. The 
manufacturing company could sell its product to the sales company at an arms length 
price and pay tax to the state on only the production portion of the enterprise’s net 
income. The sales company could then sell the product to consumers in the state at a 
market price, but because the sales affiliate would be protected by H R. 5267, it would 
not be required to pay tax to the state on the profits it earns from the sales portion of the 
enterprise, (If the production affiliate charged the sales affiliate less than an arm’s length 
price, the tax base for the production affiliate would drop even lower. It is very difficult 
to detennine arm’s length prices.) 

Another strategy that is widely used is the “intangible holding company .” A national 
retailer, such as Toys-R-Us, creates a holding company in a tax favored state to hold its 
trademarks. It then has its local stores pay a royalty to the holding company that 
effectively reduces or eliminates its taxable income in the state where the store is 
physically located and the sales are made. The holding company can then loan the 
royalty back to the local store which then has the cash, plus another deduction for interest 
expense. This strategy was rejected by the South Carolina court in Geoffrey, Inc. v. South 
Carolina, mS.C. 15, 437 S.E.2d I3(S.C. 1993), cert den., 510 U.S. 992 (1993), but 
passage of H.R. 5267 would undoubtedly encourage variations of this structure. 
Manufacturing companies could achieve similar tax savings by transferring patents to the 
holding company. 

Proponents of the bill say a state could use “combined reporting” to remedy this situation. 
That is not entirely true. First, only about 50% of states with a corporate income tax use 
combined reporting. It’s possible state legislatures across the country could all revise 
their corporate income tax laws to get around this particular planning opportunity of H.R. 
5267. But, what is to be gained by the federal government passing a law that simply 
requires states to go through the process of changing their own laws to get around it? 

More importantly, H.R. 5267 would give rise to many tax loopholes that states would not 
be able to address through state legislation. For example, subsidiaries, including 
intangible holding companies, could be set up off-shore, where they would not be subject 
to the combined reporting regimes of most states. On the international level, these 
strategies also reduce federal income taxes and Congress is considering ways to stem 
these abuses. See, for example, the Stop Tax Haven Abuse Act (S. 681). It makes no 
sense to prohibit these abuses at the federal level and legitimize them at the state level. 

H R. 5267 would prevent a state from taxing any corporation that arranges its affairs so 
neither it nor its affiliates create any jobs or place any investment in the state, even if the 
corporation and affiliates are making millions of dollars of sales into the state. This is the 
main impact of the bill and there is no way to get around it through state legislation. It 
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gives corporations a strong incentive not to create jobs and investment in states in which 
they are doing business. 


3. Reports estimate that the states would lose billions of dollars a year if 
legislation establishing a physical presence standard for business 
activity taxes wa.s enacted. Please explain why the states would lose 
this amount of money, because seemingly the businesses still have to 
pay an equal amount in taxes to the states in which they have a physical 
presence. 


Some states choose not to impose traditional corporate income taxes. That is a legitimate 
policy decision for those states. If H.R. .S267 is passed, companies will create intangible 
holding companies, sales corporations, or other entities in those states. These strategies 
are described above. Without changing the practical way in which they do business, 
these artificial restructurings will allow corporations to shift income from the state in 
which it is actually earned to a handful of states that choose not to impose a tax. This 
will result in an overall reduction of their income tax burden. It is disingenuous to argue 
that corporations are supporting H.R. 5267 merely to redistribute the taxes they already 
pay. They clearly understand there will be an overall reduction in their state tax burden. 

More to the point, even if it were true that H.R. 5267 would simply consolidate the tax 
base in a few states, from any particular state’s point of view, and from the point of view 
of the taxpayers of that state, the distribution of the tax burden is still unfair, I reiterate 
the example of the bank I used in my oral testimony. A Utah bank with 10,000 credit 
card holders is required to pay a Utah tax. An out-of-state bank, with 10,000 credit card 
holders in Utah, using the cards to finance Utah purchases, in direct competition with the 
Utah bank, should pay income tax to Utah also. 

The states, following the guidance of the U. S. Supreme Court, have worked out 
apportionment formulas that their elected representatives feel properly attribute the tax 
base to the states where the corporation has activities. All states in which the corporation 
has activities should be able to rely on this tax base to fund the government benefits used 
by the corporation. Concentrating a corporation’s tax base in only a handful of the states 
where it has bricks and mortar facilities would leave the rest of the taxpayers in the rest 
of the states to take up the slack and cover the entire funding responsibility. 
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4. Earlier this year the New York State Bar Association recommended 
that Congress establish a clear nexus standard for a state’s imposition 
of a business activity tax. It suggested that the standard take into 
account economic presence rather than a pure physical presence test, 
and include a reasonable de minimis threshold before imposing a tax on 
a business. Do you agree with tlie Bar Association’s recommendation? 
Why? 

We do agree with the Bar Association’s state tax policy recommendations that economic 
presence should be taken into account. We also agree that a reasonable de minimus 
threshold is appropriate. We do not agree that uniform limitations or formulas should be 
imposed on states by the federal government. 

The Multistate Tax Commission has drafted a model nexus rule that meets these policy 
recommendations. Under the proposal, most multistate companies with limited (or no) 
amounts of property or payroll in a particular state would have no tax obligation to that 
state if their sales into the state were under $500,000 per year. Some states have begun to 
consider the proposal in their legislatures. There is a reasonable likelihood this proposal 
will be enacted in state legislatures if groups like the New York Bar Association and 
other taxpayer organizations express their support. 

5, You provide in your written statement an updated chart of estimated 
revenue losses for several states. You list California as losing about 
$45 million for fiscal year 2010, and New Jersey losing about $366 
million for fiscal year 2010. Why such a disparity when we know that 
California has a much larger economy than New Jersey? 


The numbers we provided were based on reports from the individual states based on their 
individual tax systems and economies. Although we attempted to provide uniform 
guidelines, each state used its own personnel to prepare its estimates. Having said that, 
we believe that much of the disparity is due to the fact that California has chosen a 
“combined reporting” method for calculating corporate income taxes and New Jersey 
uses an alternative “separate entity” method. Separate entity states are particularly 
vulnerable to the tax avoidance schemes discussed above. Many separate entity states are 
now considering a shift to combined reporting, but there has been strong opposition from 
ta.xpayer groups. 
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If you have further questions, or if 1 can be helpful in any way, please let me know. 


Respect fully submitted, 
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Consumer Etectronics Association 
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The Honorable Linda T, Sanchez 

Chairwoman Subcommittee on Commercial and Administrative Law 
Committee on the Judiciary 
U.S. House of Representatives 
Washington, DC 20515 

Dear Chairwoman Sanchez: 

Thank you for the opportunity to appear before your Subcommittee last year in support of the 
Business Activity Tax Simplification Act (BATSA). In response to your request for additional 
information, please find my response to each of your questions: 

1. During the June 24 hearing, Chairwoman Sanchez asked you a question regarding 
the New York State Bar Association’s recommendation that Congress establish a clear 
nexus standard for a state’s imposition of a business activity tax. The Bar Association 
suggested that the standard take into account economic presence rather than a pure 
physical presence test, and include a reasonable de minimis threshold before imposing a tax 
on a business. Please respond as to your views on the Bar Association’s recommendation. 

CEA believes that a business activity tax should not be imposed by a state unless that state 
provides benefits or protections to the taxpayer. As a global industry, consumer electronics 
companies routinely sell their products to customers in all 50 states and in many cases around the 
world- An economic presence standard would create a taxing regime in which companies pay 
taxes without receiving state and local benefits such as education, transportation, fire and police, 
an inherently unequal system. 

2. How would enactment of H.R. 5267 provide more certainty for taxpayers and states 
alike than is currently the case? 

As a growing number of states seek to extend the reach of their business activity taxes, 
businesses need a consistent regulatory framework by which to operate. To ensure such 
consistency across the country, BATSA would set a clear standard for physical presence. For a 
business with customers in multiple states, a bright-line physical presence standard as outlined in 
H.R. 5267, allows a company to anticipate their operation costs and alleviate any uncertainty. In 
today’s challenging economy, this assurance is critically important. 
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3. Congress eiincted P.L. 86-272 in 1959 to provide certainty to interstate sellers of 
tangible personal property with respect to their liability for state income taxes. Although 
our economy has grown to a more service-based economy since 1959, Congress chose not to 
protect the service transactions and intangible property in existence then. Why should 
Congress now extend the reach of P.L. 86-272? 

Much has changed since Congress enacted P.L. 86-272 in 1959. For example, the Internet has 
dramatically reinvented interstate commerce, making it even easier to do business across state 
lines. FTR. 5267 would modernize existing law to ensure that states can't impose a business 
activity taxes on an out-of-state business. Moreover, the production of intellectual property has 
largely replaced the production of tangible personal property in the United States since 1959. 

4. Mr. Quam and Mr. Johnson suggest in their written statements that H.R. 5267 could 
provide opportunities for tax avoidance. How do you respond to those assertions? Could 
the bill be improved to eliminate such tax avoidance opportunities? 

Our member companies are upstanding corporate citizens who understand the importance of 
state tax collections and do not ask for relief from legitimate taxation. If a business has a physical 
presence in a given state and is provided with benefits or protections by the state, CEA believes 
that the business should be subject to reasonable taxation. 

Furthermore, the states already have a number of compliance tools to address any attempts at 
unlawful tax avoidance, including sham transaction restrictions and business purpose 
requirements, discretionary powers to adjust taxpayers’ reported state net income, tax shelter 
reporting requirements, legislative add-backs of certain related party interest and royalty 
payments, and statutorily mandated combined reporting of a unitary group. The bill explicitly 
preserves the authority of the states to adopt or continue to use such tools. With these tools, state 
revenue departments and legislatures already have important mechanisms for reconciling the 
states’ concerns over any use of “tax shelters" and the business community's need for the 
certainty of a bright-line, physical presence nexus standard. 

5. Opponents of this bill assert that the bill does not actually benefit small businesses. Is 
that true? How does this bill protect and support small businesses? 

On the contrary, small businesses will benefit greatly from enactment of H.R. 5267. The Internet 
has permitted small businesses to reach global markets. When states levy taxes on out of state 
business, small businesses are disproportionately impacted as they often do not have the 
resources to meet the demands of increased compliance costs and lack the resources to challenge 
ill-founded levies. BATSA would support small businesses by ensuring a fair and consistent 
regulatory treatment and a settled business environment. 

6. In your written statement, you suggest that companies “face the risk of duplicative 
taxation.” Are companies being double-taxed? Cannot companies apportion their income 
to several states to avoid double taxation? 


While income is, indeed, apportioned by each state before its tax rate is applied, no two states' 
apportionment formulae are identical. Accordingly, businesses that operate in interstate 
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commerce run the risk of multiple taxation, which is only exacerbated by economic nexus 
because more states will have the opportunity to grab at the pie and talce what each considers its 
rightful piece. Multiple taxation is the primary reason motivating those who support BATSA, 
which would promote ideals of fairness (e.g.. a business should pay tax where it earns its income, 
and it earns its income where it employs its labor (employees) and capital (tangible property)) 
and international conformity (e.g., BATSA's physical presence standard is far more generous to 
state governments than is the permanent establishment standard adopted in all international tax 
treaties to which the U.S. is partner). 

7. Supporters of H.R. 5267 advocate for legislation which would reverse decades of 
judicial precedent. Last year the Supreme Court denied certioari in two cases, Lanco and 
MBNA, on the issues before us today. Why should Congress pass legislation to establish a 
physical presence standard for business activity taxes which the courts have not supported, 
and on which the states have based their tax systems for decades? 

Actually, the physical presence nexus standard in BATSA is consistent with the current state of 
the law. Pursuant to longstanding precedent, an out-of-state business must have nexus under 
both the Due Process Clause and the Commerce Clause before a state has the authority to impose 
tax on that business. The Supreme Court has determined that the Commerce Clause requires the 
existence of a “substantial nexus” between the taxing state and the taxpayer, whereas the Due 
Process Clause requires only a “minimum” connection, Tn Quill Corn, v. North Dakota , the 
Supreme Court determined that, in the context of a business collecting sales and use taxes from 
its customers, the substantial nexus requirement can only be satisfied by the taxpayer having a 
non de minimis physical presence in the state; the Court refrained from articulating the 
appropriate measure for business activity taxes. Since then, many of the state level decisions on 
the issue have concluded that there is no principled reason for there to be any lower nexus 
standard for business activity taxes than for sales and use taxes. These cases include J.C. Penney 
National Bank v. Johnson . 19 S.W. 3d 831 (Tenn. Ct. App. 1999), cen. denied, 531 U.S. 927 
(2000); Rvlander v. Bandag Licensing Corn., 18 S.W. 3d 296, 298 (TX Ct. App. 2000); America 
Online v. Johnson. No. 97-3786-TTT, Tenn, Chancery Ct. (March 13, 2001); Cerro Copper Prods.. 
Tnc,, No. F-94-444, 1995 Ala. Tax LEXIS 21 1 (Ala. Dep’t of Revenue Dec, 11, \99S),reh'g 
denied, 1996 Ala. Tax LEXIS 17 (Ala. Dep’t of Revenue Jan. 29, 1996). 

Congress should step in with legislation to clarify this judicial split among the states and 
articulate a bright-line national nexus standard for imposition of state business activity taxes. 

Thank you for your attention to this issue. If you have any further questions, please don’t 
hesitate to contact me. 

Sincerely, 

Michael Petricone 

Senior Vice President, Government Affairs 
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Federal Relations, National Governors Association, Washington, DC 


QUESTIONS FOR DAVID QUAM 
From Linda T. Sanchez, Chair 

1 . How have state courts decided this issue? Is there a split on economic 
presence and physical presence standards? 

2. I have heard stories about some companies being taxed by a state in 
which they are not located simply because the company maintains a 
website on a server located in that state. If that is tme, please explain 
how that creates a sufficient connection for tax obligation purposes. 

3. In Mr. Petricone’s written statement, he states that “companies face the 
risk of duplicative taxation.” How do states ensure that companies are 
not taxed twice or more on the same income? 

4. Several studies estimate that the loss of state revenue due to an imposed 
physical presence standard would be anywhere from $500 million to $8 
billion annually. Would you please explain why there is such a large 
range in estimated losses for states? 

5. Earlier this year the New York State Bar Association recommended 
that Congress establish a clear nexus standard for a state’s imposition 
of a business activity tax. It suggested that the standard take into 
account economic presence rather than a pure physical presence test, 
and include a reasonable de minimis threshold before imposing a tax on 
a business. Do you agree with the Bar Association’s recommendation? 
Why? 

6. Mr. Duchaime described his company’s situation with several states, 
including New Jersey. I have heard similar stories about New Jersey 
stopping the shipment of other companies’ boats. If you know, please 
explain how and why this situation happens. 

7. During tire June 24 hearing, you stated the following: “Under this bill 
[H.R. 5267], you can do the type of tax planning where you can have 
two toy stores next to each other; one who has the means to hire the tax 


Note: The Subcommittee had not received a response to these questions prior to the 
printing of this hearing. 
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counselors to actually exploit the loopholes in this bill. And all of a 
sudden, you have the same stores physically present in the state, one 
paying business activity tax and one not.” Please detail the loopholes 
which could be exploited. 
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Testiaiony of 303 Products, inc. 

United States House of Representatives 
Committee on the Judiciary 
Subcommittee on Gommerciai and Administrative l.a\v 

June 24, 2008 


Ms. Chairwoman imd Members of the Subcommittee, thank you for holding a 
hearing on H.R. 5267, the “Business Activity Tax. Simplification Act of 2008.” H.R. 
5267 represents an opportunity to protect small businesses fi'om the “creati\'e” Uix 
schemes developed by some states to generate lax revenues from businesses, including 
more vulnerable small businesses that have no physical presence in the taxing 
jurisdiction. Essentially, II.R. 5267 would prevent states from rcdcfiiiing the 
constitutional liniits on state taxation of interstate commerce and guard against the 
resulting threat to the development of our national economy. 

Perhaps the best way to share wdth this subcommittee the difficulties faced by 
srhall businesses as a result of the current hodgepodge of business activity tax nexus 
standards claimed by the states is to tell you about our own experience. 

Tl began like this: In the summer of 2006, wc received a phone call fboin a person 
who said, she was from the State of Washington. Not suspecting that being truthful 
eventually would bring hamt to our company and to relationships with our major 
customers, and not at ail aware that, responding, to the inquiry would result in extensive 
monetary expenditures for legal and accounting services, software and payment of 
overreaching state taxes on interstate sales, our staff member ai^wered the caller’s 
questions truthfully. 

These questions included: Did 303 have customers in Washington?; Docs .305: 
have sales reps calling on customers, in Washington?; etc. Our staff person told the calier 
from Washington thui 303 does indeed have customers in Washington, that product, is 
shipped to Washington from our locations in Califorrda . tuid, of course, that 303 has 
contracted with in d e p e n de n t manufacturer's representatives who call on customers iji 
Washington. Our staff person explained that 303 serves customers in Washington in tho 
same manner it serves its customers in every otiier state except tor California ... on an 
interstate basis utilizing independent mariufacturer’s representatives Finns. 

After the caller further explained that she was calling to determine if 303 v.'as 
subject to a Washington corporate tax, 303’& staff person truthfully advised her that 303 
has never had an office or warehouse in the state. Our staff member also explained that 
;he sales representative calling on accounts in. the territory was not an employee of 303, 
but an independent contractor tliat served as a sales representative for several different 
manufacturers’ line.s. The caller from \¥ashington slated that in order to dclenninc if 303 
Products, Tnc. was subject to the tax, 303 Products was to gathei' and supply to her otTicc 
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sales Hgiires for o)jr sales into the State of Washington. Our staff person then asked 
under what authority she was requesting this information. The woman calling from 
Washington replied thal she would fax that infomiation to us. 

After discussing with diur attorney the faxed documents and Public l aw 86-272, 
we decided that our company was NOT obligated to supply data on our company’s 
interstate business to Washington. A fbw months went by, and we received a notice from 
the Slate of Wasliingtoa that a tax of $1 1,000 had been imposed. We ignored it. Why? 
Because no matter what was said or claimed, our company wras a Califoniia company, not 
a. Waslrington company. If the Washington State lovywas legitimate, no doubt we’d hear 
funher in due course. 

I.n February 2007, our olTicc called an Orcson customer, G1 .foe's, about an 
overdue paymicnt. The accounting department at GI Joe’s informed us that they had paid 
the oveiduc amount, S3,900, to the Stale of Washington ba.seJ on a '‘Hen" they had 
received. We asked for a copy of that Hen, which GT Toe’s Ibrwarded to us. Tt w-as our 
strong belief at that time that, not having a legitimate claim, the State of Washington 
could not attach our company's bank account. How-'ever, by intimidaling our cuslomers, 
Washington was able to force the issue and gsl their hands on company money indirectly. 

I'o make a long story short, oiif attorney advised us that the best course, since a 
small business like ours can in no way take on a. state government, was to. give 
Washington the sales ligurcs they asked for. Our office had no choice but, to do so.. 
Meanwhile, we found out. that the Slate of Washington had sent the same threatening 
notice to a. number of our larger retailer accounts, all of which liad physical locations in 
the State of Washington. We eventually learned that Washington also sent such notices 
to our accounts in other stales along the West Coast. 

Evcntually, the State of Washington detemiined that 303’s sales to customers in 
the state were below the minimuiii statutory' threshold aiul, therefore, no tax w as due. At 
Uiai point, we were able to release orders to Gl Jos’s that wc had been holdijig for several 
montlts. From a small business perspective, you can see what a nightmare it was to 
navigate just the state of Washinglon’s absurd approach to iniej'stale taxation, I believe it 
is important to note that Washington’s ultimate determination was based on a minimum 
llnancial threshold rather than substantive constitutional nexus standards or tax law, 
Essciiiially, Washington held our business hostage to determine if we made enough 
ntoney to make their taxing financially worthwhile. Ho\v in the w'orld is a small busiiiess 
supposed to operate in interstate co mm erce when states are aliow'ed. to create Just about 
any theory to tax a business, without legitimate legal certainty, and then place hens, 
wiliioul notice, on assets? Clearly, the framers of oia: Constitution included the 
Commerce Clause to prevent the states, from bullying and cajoling nonresident business 
into paying taxes based on novel arguments like “economic nexus.” If the Congress does 
not step in to address this problem, there is no way that. American small business can be 
expected to succeed. 
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The costs to our stockholders imv^ been s^nificant, and include legal and 
accounting fees and upgrading accounting software. 

I’d like to add that rfter Washin^on posted the fierts on our ciistomei accounts, 
our office received no less than twenty telephorte solieiations from legal and accounting 
ilrms wanting to “handle” the sitiration for us. I’m sure that Wa.shington has tried the 
same tacffics on .many other nonresident businesses, and it’s hard to imagine how much 
money is being coerced from the productive ecoBomy as a result of these aggressive state 
schemes. 

Our company has no problem paying stats tetxes legitimately owed. However, we 
do strongly object to paying taxes to a state "where we have no physical presence and 
from which we have received no benefit whatsoever. Disgust with a similai'ly tmfair tax 
scheme and the same issues of taxation without representation inspired our forefathers to 
throw tea into the Boston Harbor. 

Furthermore, it’s importanl to note that Washington rightful’y collects income 
taxes from our independent sales representatives in Washington (on money we pay them 
(0 seix^e in tliai. capacity) and from retailers in Washington that sell our products (on 
profits they earn from tlie sale of our goods). 


Ms. Chairwoman and Members of the Subcommittee, thank you for your lime. 


Yours Truly 
303 Products, .Inc. 


Dennis APraegitzef 
President 
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^AFSA 

American Finenciat Sarvicas Association 


July 2. 2008 

The Honorable Linda T Sanchez 
House Judiciary Committee 

Subcommittee on Commercial and Administrative Law 
United States House of Representatives 
Washington, DC 20515 


The Honorable Chris Cannon 
House Judiciary Committee 

Subcommittee on Commercial and Administrative Law 
United States House of Representatives 
Washington. DC 20515 

[>ear Madame Chairwoman Sanchez. Ranking Member Cannon and Members of the 
Subcommittee 

The American Financial Services Association (AFSA) urges you to support H R 5267, the 
BtiMnexs Activtiy Tax Simplificaiim Ad (BATS A), which would prohibit state taxation of an out- 
of-state entity unless such entity has a physical presence in the taxing state 

Based in Washington, D C.. AFSA is the national trade association for the consumer credit 
industry, protecting access to credit and consumer choice. Its 350 members include consumer 
and commercial finance companies, auto finance/leasing companies, mortgage lenders, credit 
card issuers, industrial banks and industry suppliers 

Federal legislation in this area is clearly needed The Supreme Court has declined to rule on the 
“substantial nexus" standard as applied to business activity taxes Thus, many state governments 
have filled the void leH by the Court by creating a complex set of different tax rules 

BATSA will provide clear guidelines which will ensure fairness and create a secure business 
environment that will encourage businesses to invest and to expand interstate commerce The 
legislation will also minimize expensive litigation for taxpayers and state governments 

Thank you for your attention in this matter 


Respectfully. 


‘Bill nimpler r 

Executive Vice President. Federal Affairs 
American Financial Services Association 
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April 16, 2008 

Statement for the Record 
On Behalf of the 
American Bankers Association 
Before the 

Subcommittee on Housing Commercial and Administrative Law 
Committee on the Judiciary 
United States House of Representatives 
June 24, 2008 


The American Bankers Association (ABA) appreciates the opportunity' to submit a statement 
for the record on the Business Acti\ ity 'I'-ax Simplification Act of 2008 (B^Vl'SA), H.R, 5267. 
brings together banks of all si;:es and charters into one association, and works to enhance the 
competitiveness of the nation's banking industry and strengthen America’s economy and 
communities. Its members - tlic majority of wluch arc banks with loss than % 125 million in assets - 
represent over 95 percent of the industry’s 31 3.3 trillion in assets and employ over 2 million men 
and women. 

I'oday, blanks of all siaes face the growing pnablem and difficulties associated with the 
uncertainty of states’ business activity taxes, 'ilie uncertainty in the application of the taxes greatly 
increases compliance and legal expenses that will ultimately be borne by customers and our economy 
at large. ^ABA strongly supports BATSA which would modenaize existing law to ensure that states 
and localities only can impose their business activitv taxes in situations where an entity has physical 
presence (i.c., property or employees) and thereby receives related benefits and protections from the 
junsdiction, .ABA appreciates the leadersliip of Representatives lUck Boucher (D-V'A) i^ind Bob 
Goodlatte (R-\hA) in introducing this legislation, and we encourage Congress to enact it in order to 
pro\ idc businesses with more certainty on this issue. There arc three key points vve wish to make on 
this issue: 

V Inconsistent and unclear taxation standards between states subjects businesses to litigation 
and other onerous business costs, which iirc especially harmful to sm-all businesses. 

r’ Greater certainty' tor businesses will foster a more stable business environment that 
encourages investmait and creates new jobs. 


AMERICAN' BANKERS A-NSOCIATION 
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r- B ATS A will help minimixc litigation costs and uncertainty for businesses by clarifying that 
entities must have a physiail presence in llie taxing jurisdiction in order to be subject to state 
and local taxes. 


I. Inconsistent and unclear taxation standards between states subjects 
businesses to litigation and other onerous business costs, which are 
especially harmful to small businesses 

An increasing number of states have enacted, or are considering, legislation that would lower 
the threshold of what constinjtes “substantial nexus” for purposes of raxing a business’ activity 
withm the state. However, there is no uniform definition or appliaition of “substantial nexus” 
among the states and no set rules or p.tramctcrs for determining how a state would apply the nexus 
stancbird - it varies from state to srate. 'llierefore, each state applies its own nexus standard Xo 
determine when an out-of-state business that is operating within the state is required to pay income 
t;tx. In fact, in some states, the presence of even one customer wntiiiw the state would establish 
the state’s required nexus for applying its business income tax to an out-of-state business. 

This tj'pc of application of the nexus standard is dewasKiting for small businesses, especially 
community banks, because tlicy do not possess the subst.uirial resources required to comply with a 
proliferation of disparate state tax l',rws. There arc almost 3.000 baitks and savings associations with 
fe^’’er than 25 employees. Almost 800 of these have fewer than 10 employees. Many of these 
community banks operate Jicar state borders and serve customers from more fh-an one state. 
Additionally, many financial institutions now provide sendees to customers online, which allows 
people nationvnde to take atlvantagc of inenrased competition and better sendees to fit their 
individual needs, Without a uniform standard, these institutions ;u:e finding themselves subject to 
different standards that result in undue costs and burdens. 


II. Greater certainty for businesses will foster a more stable business 
environment that encourages investment and creates new jobs 

These additional costs resulting from the application of disparate standards divert resources 
businesses could invest in areas such as product innovation, improved customer sendee, or 
additiorval employees. Worse yet, businesses may be forced to offer fewer products and services at 


AMERICAN' BANKERS A-NSOCIATION 



89 


April 16, 2008 

higher costs, and sonic m-ay actually cease doing business in states where additional tax burdens 
exist. Without business cerRiinty, financial service providers are forced to offer fewer products at 
higher costs. Financial service providers might also cease doing business in those states where 
additional tax burdens exist. Therefore, states that aggressively tax out-of-statc businesses could have 
the effect of reducing choices available to consumers in those states. Consumers may experience 
reduced access to credit and increased credit costs. This could have even broader negative eftects 
on indiv idual states’ economics -and, possibly, the economy of a larger region. 


III. BATSA will help minimize litigation costs and uncertainty for businesses 
by clarifying that entities must have a physical presence in the taxing 
jurisdiction in order to be subject to state and local taxes 

DA'i'SA would ti'ike /iway uncertaintv by codifying in federal law that an actual physied 
presence in a state is reijuired to create a substantial nexus. It also includes a bright-line test that 
would establish -a minimal -amount of activity a business must perfortn iu a state before it is subject 
to income taxes and additional paperwork. In addition, this bill would help limit businesses’ 
exposure to unanticipatcil Kixes, and thus reduce compliance anti legal costs associated with 
frivolous nexus cl-aims. 

Consider the case of one ABA member that has operations in only four states, butts 
subjected to tax claims in 31 states. To avoid burdensome legal costs, this instiaition has chosen 
to pay these claims, which last year amounted to roughly S3 million. 'I'his 53 million could have 
been put to better use in their loc.t] communities for providing homcownership or small business 
loans. Instead, the instimtion was forced to use these resources to pay burdensome faxes in sf.itcs 
where it has no physical presence. 


ABA stronglv supports this legislation and hopes that Congress will work quickly to pass it. 
ABA a[iplauds Representatives Rick Boucher -and Bob Goodl-atte who Itav e introduced H.R. .5267 to 
address this issue of the lack of uniformity in the standard for faxing an out-of-state business’s 
activan* within a state. This bill provides a uniform definition for the standard to be employed by 
states in establishing whether an out-of state business should be subject to fax for activities 
conducted within the state, whicli wtU greatly help to streamline the out-of-sbite business activarv- bix 
within states -and limit businesses’ exposure to burdensome business -activity- taxes. 


AMERICAN' BANKERS ASSOCIATION 
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100 Years 

AHFA 

American Home Fumishmgs Alliaoce June 1 8 2008 


The Honorable John Conyers. Jr 
Chairman 

Committee on the Judiciary 

United States House of Representatives 

Washington. DC 20515 

Dear Chairman Conyers; 

The American Home Furnishings Alliance urges your support for H R. 5267. legislation to 
rationalize state taxation of out-of-state firms. As you are aware, the bill is the subject of a June 
24 hearing in the Subcommittee on Commercial and Administrative Law. 

In simpler times, manufacturing firms paid income and related taxes to the state where their 
"principal place of business" was located. This arrangement had the virtue of attributing income to 
the site (typically a plant) where it was generated It also helped states recoup the costs of state 
services such as roads and sewers that manufacturing operations require 

As companies expanded their operations to include multiple plants, truck fleets, subsidiaries and 
franchises, it became more difficult to allocate income tax obligations to a single state For a large 
company, several states might plausibly claim that the company's income derived from within their 
borders and that the state provided infrastructure and other resources to support company 
operations. 

Since the middle of the last century, state governments have established a variety of tax systems 
directed at out-of-state firms. These are framed in various ways: as licensing fees, sales or use 
taxes, gross receipts taxes, and franchise taxes, but the net effect is similar 

The courts have allowed these assessments provided the r>on-resident firm has sufficient 
economic contacts or ‘nexus' with the taxing state to justify the latter’s claim on a company's 
funds Factors used in evaluating nexus traditionally included the presence of physical assets 
such as plants, sales offices, and real property (owned or leased), as well as the use of sales 
personnel and company-owned delivery vehicles within the state, and the provision of after-sales 
service such as repairs 
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In recent years, cash-strapped states have asserted their taxing power against non-resident firms 
more aggressively. Tax claims have been justified by contacts that formerly would have been 
considered inadequate Among these are the presence of independent sales reps, shipments by 
common carrier and the in-state use of sales tools such as fabric swatches. Based on such 
criteria. AHFA members have had truckloads of furniture impounded and held until multiple years 
of taxes- plus interest and penalties — were paid 

A 2006 survey by the Bureau of National Affairs documented the increasingly strained 
interpretation of tax nexus being employed by state tax authorities. A majority of such officials said 
tax liability is appropriate if an out-of-state company makes deliveries in company-owned vehicles, 
or an employee visits the state more than four times in a given year. Thirty-two states contend that 
tax nexus stould result N^rhenever a non-resident firm accepts orders at a trade show. A handful 
even argue that merely registering to do business in a state or listing itself in a local phone book is 
a sufficient basis for taxation 

Predictably, some firms report they are steering clear of activities in states where they might 
otherwise do business. This is an unfortunate result, particularly at a time when business 
expansion and job creation are sorely needed This is precisely the type of economic disruption 
that the Founding Fathers sought to avoid when they made the clause protecting interstate 
commerce one of the first provisions written into the U.S. Constitution. 

H R 5267 would reaffirm some of the traditional criteria for establishing state tax nexus, irtduding 
owning or leasing any real or tangible property, or assigning one or more employees to perform 
certain activities in the state for mt^e than fifteen days in a taxable year The bill would 
specifically bar tax claims against firms whose only instate activity is solicitation of orders 

Wb urge your support for H R. 5267 and request its consideration by the full committee. 



Russell B. Batson 
V.P, Government Affairs 
American Home Furnishings Alliance 
(877) 278-2118, ext.103 

^AHFA 
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The American Homeowners Grassroots Alliance (AHGA) commends the House 
Judiciary Commercial and Administrative Law Subcommittee for holding this 
hearing on business activity taxes. AHGA is a nonpartisan consumer advocacy 
organization which focuses on policy issues that have a significant economic 
impact on the nation’s 75 million homeowners. 

Nexus is the key issue related to the application of business activity taxes as well 
as the obligation of Internet-based businesses to provide state and local sales 
tax collection services for the approximately 7,000 state and local taxing 
authorities outside of those businesses’ home jurisdictions. Historically nexus has 
been defined as a physical presence, i.e. a physical facility such as a 
headquarters, warehouse, sales office etc. 

Both business activity taxes and Internet sales taxes impact homeowners and 
other consumers. Business activity taxes are inevitably passed on to consumers, 
and consumers are obligated to pay slate and local sales taxes directly unless 
those sales taxes are collected by a company with a nexus in the consumer’s 
state and local jurisdiction. Among those companies are the growing numbers of 
home-based businesses, which now number 18 million, according to U.S, 

Census figures. For these reasons AHGA supports H.R. 5267, the Business 
Activity Tax Simplification Act of 2008 (“BATSA”), which would clarify the 
constitutional requirement for a physical presence nexus standard governing 
state assessment of corporate income taxes and comparable taxes on a 
business. It would set a universal fair standard for defining nexus and it 
addresses the question of whether digital commerce. Internet use, the movement 
of intangible goods and software, and similar activities would create physical 
presence in a state. 

A growing share of home based and other micro businesses are Internet-centric, 
Although they sell their products and services across the country very few have a 
physical presence anywhere except their home jurisdiction. They face two nexus 
related challenges - the trend of state and local governments in other 
jurisdictions to impose business activity taxes on them based on new “economic 
nexus” concepts, even though those companies have no physical presence, in 
the taxing jurisdiction. As a result they are effectively being forced to help 
underwrite a state infrastructure that they place no burden on and do not receive 
any benefit from. The second challenge are the efforts of state and local 
governments to get Congress to pass a Streamlined Sales Tax Initiative that 
would require Internet vendors to provide state and local sales tax services for 
the approximately 7,000 state and local taxing authorities. In the latter case, 
rather than trying to redefine nexus, the states seek an end run around the 
concept. 
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Neither businesses nor consumers favor the new “economic nexus” approaches 
to expanding business activity tax liability or Internet sales tax collection 
responsibility. In fact, according to a 2008 Parade Magazine survey of 3,125 
readers, 85% of consumers oppose taxes on Internet sales. Consumers do not 
want any state and local sales taxes imposed on their Internet purchases, and 
they do not want those purchases to be taxed indirectly through the imposition of 
business activity taxes on their Internet suppliers. It is logical that they would also 
not want to pay more for products from out of state non-Internet suppliers of 
goods and services through the imposition of unjustified business access 
charges. State and local government officials who wish to reflect the will of their 
constituents should be supporting a permanent sales tax holiday on Internet 
commerce as well as ways to reduce business taxes on Internet companies. 

Restricting the expansion of business activity tax liability and prohibiting state 
and local governments from imposing sales tax collection responsibilities on 
businesses outside of their Jurisdictions is also sound tax policy. Imposing 
unjustified new business activity taxes raises the costs of those products to 
consumers and reduces the international competitiveness of U.S. companies. 
These taxes also violate the U.S. Constitution by unduly burdening the free flow 
of interstate commerce. 

Encouraging Internet commerce is also sound environmental and economic 
policy. A drive to the mall generates greenhouse gasses, contributes to traffic 
congestion, and creates wear and tear on the transportation infrastructure. A 
consumer who uses Internet commerce to eliminate as little as 1 ,000 miles 
annually in driving to stores reduces C02 emissions by about 1 ,000 lbs a year 
and saves about $200 in gas expenses. A click of the mouse therefore reduces 
the demand for gas, helping to keep gas prices down while also saving state and 
local governments on transportation infrastructure maintenance costs. The mail 
carriers and FedEx, UPS or vendors’ trucks delivering your orders will be coming 
down your street anyway, so Internet commerce does not create any additional 
costs or adverse consequences. Americans work more hours than any other 
society. Internet commerce also saves consumers a lot of time, a precious 
commodity for all of us in our society where long working hours leaves too little 
time for personal relationships and other interests. 

For all these reasons AHGA urges all the members of House Judiciary 
Commercial and Administrative Law Subcommittee to support the Business 
Activity Tax Simplification Act of 2008, as well as other efforts to encourage the 
use of Internet commerce. 
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Madam Chairwoman, Ranking Member Cannon, and members of ihe Commilfee'. 

Interstate commerce depends very heavily on efficient freight transportation. Most of 
that freight is carried by truck - some 68% by tonnage and some 86% as measured by 
transportation receipts. The interstate motor cmrier industry is correspondingly large, 
comprising several hundred thousand companies. Although some carriers are large, the 
overwhelming majority of trucking companies are small businesses. The average 
trucking company operates a fleet of only six trucks, and there are many thousands of 
operations with only a single vehicle.^ In many respects, these small businesses resemble 
their counterparts in other industries, except that even the smallest motor carriers may 
operate in dozens of states in the regular course of their business. 

Our industry faces a serious threat of disproportionate state business taxation, along with 
the administrative costs and burdens that come with it, from states in which trucking 
companies do little or no business and with which they have few if any of the connections 
that are commonly considered to establish tax nexus. The American Trucking 
Associations appreciates this opportunity to join with other industries to support the call 
for federal relief from overreaching and inequitable state taxation of interstate 
commerce.^ H.R. 5267, the Business Activities Tax Simplification Act of 2008, 
represents the kind of effort that is necessary . We urge Congress to enact such business 
tax relief promptly. 

Background 


Until 1 980, interstate motor carriers were subject to strict federal regulation in an 
economic sense. Prior to deregulation, individual trucking companies did not typically 
travel in more than a few states and therefore were not exposed to taxation in many 
states. The great expansion in the number of trucking companies and in the scope of their 
operations in a largely deregulated economy has changed that. And with deregulation, 
states began to tap what they saw as a new source of revenue. The fact that trucking 
companies might be involved in critical areas of interstate commerce seems to have made 
them more rather than less attractive objects for taxation for states and localities, since, in 
any given place, most of the trucks passing through do not represent local residents but 
businesses from outside the state. 


' Americjin Tmcking Assns., / '.S. Freight Transportation Forecast to .2016, AT A: Alexandria. VA, 2005. 
pp. 5-7, Some 89% of motor carriers operate fewer than seven tracks; less than 4% operate more tlian 
m ent}'. American Tracking Assns., 2007-2008 American Trucking Tremis, ATA: Arlington, VA, 2008, p. 

■ ATA is llic nalional trade association of Uic American (rucking iiidustn . It is a united fedcralioii of motor 
carriers, stale trucking associations, and nalional irucking conferences created to promote aird protect Uic 
interests of the motor carrier indiislr\-- ATA’s membership includes more (Iwn 2.000 trucking companies 
and suppliers of motor carrier equipinenl and services. DirecQv and indiieclh Unougli our affiliated 
organizations, ATA encompasses over 37.000 companies and cverv- type and class of motor carrier 
operation. 


1 
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Prior Congressional Action 

Time and again since 1 980, Congress has had to step in to protect the motor carrier 
industry from the effects of state and local taxation, to restrict the taxing authority of 
these jurisdictions and the manner in which they may administer valid taxes. Some years 
ago, for example, a number of states began to assess personal income taxes against 
interstate truck drivers who merely drove through in the course of their employment. 
Congress responded to this intolerable situation by prohibiting any state but the state of 
residence from taxing an interstate transportation worker, and from requiring 
transportation company employers from withholding wages except for the state of 
residence.^ Again, following a U.S. Supreme Court decision on a state tax issue that 
could drastically have affected interstate bus operators. Congress stepped in to give this 
segment of motor carriers the relief they needed.** And in the Motor Carrier Act of 1980 
itself. Congress provided the industry protection against discriminatory state and local 
property taxes and access to federal district courts to invoke that protection. ^ 

Because of deregulation and the competition it has so successfully fostered, trucking is 
today a low-margin industry. Deregulation of our industry has saved the overall 
American economy billions in reduced transportation costs, but truck rates remain much 
lower in real terms than they were before 1980.'^ In a typical year, the average for-hire 
trucking operation may clear a 2% to 3% profit - very roughly, 3 to 6 cents per mile 
traveled by a truck. In a bad year, the average industry profit may sink close to zero.^ 
Compared to many other industries, motor carriers commonly have little in the way of net 
income for states to subject to tax. 

Under economic regulation, except for the largest operations, motor carriers fulfilled their 
state business tax obligations at home. To a great extent, this has remained the case: 
small trucking companies, like small businesses in other industries, file corporate tax 
reports in their state of domicile and in perhaps one or two others where a significant 
proportion of their business may occur.^ Indeed, the typical smaller trucking operation 
has but one place of business - in its home state - and has no property or payroll in any 
other jurisdiction.^ 


’ See. 49 U.S.C. 14503. 

\SW’,49U.S.C. 14505. 

^ Congress lias granted tlie railroad indiistn much more comprehensive protection iiitliis respect. hoM e\ er; 
compare 49 U.S. I45()2(b) with 49 U.S.C.'^l 1501(b). 

^ American Taicking Assns., 2007-2008 American Trucking Trends, op. cit., p. IH. 

Statistics from 1993 through 2002. Ameiicaa Trucking Assns., 2004 /bnerican Trucking Trends, ATA: 
Alexandria. VA. p. 15. The U.S. DOT hasyet to release datafor more recent years. 

** All iiilersiaie tnickiiig operalions, large and small, pay vehicle regislralioii fees and inolor fuel la.\es for 
llic use of Lite roads lo each stale in wliich they travel. Carriers fulfill lltcsc obligalions lo pa\ taxes llirougli 
two oigailizalions - die Iiilcniadonal Rcgistralion Plan and the Intcnialionai Fuel Tax Agrcemciil - llial, 
under Congressional mandate (see. 49 U.S.C. 3 1 701, ensure that all stales adminislcr these lax 
programs by means of a iinifonii slrucliire that all stales the levemies due llieni and ininimkes 
adminisirali\ c costs for state and motor carrier alike These operating taxes arc not al issue here. 

^ Larger companies, of course, with facilities in multiple states, are obligated to file returns in those states 
as well as w licrc their home offices arc located. 


2 
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Held for Ransom 


Imagine now if you will the situation of a small trucking company, one that might be 
based in any state and operates only a few trucks. Tn the course of its business, it gets a 
call to pick up or to deliver a load in New Jersey, a state it may enter only occasionally. 

In New Jersey, perhaps at a rest stop or a shipper or consignee's loading dock, an agent 
of the New Jersey Division of Taxation approaches the truck, identifies himself to the 
driver, states that the company hasn’t registered for the state’s corporate tax, and asks the 
driver how long the company has been picking up or delivering loads in New Jersey. The 
driver is unlikely to know, of course, but will probably venture some number of years. 

The state multiplies the number given by $1,100, and the resulting sum serves as a 
“jeopardy assessment” of corporate tax - in practical effect the ransom for the truck, the 
driver, and its cargo. The truck and cargo is impounded, the driver is told to contact the 
company and that the truck will be released only when the money is wired to the state. Tf 
the driver protests at the outrage, he may be taken to jail. There is evidence that New 
Jersey has held up some 40,000 interstate motor carriers in this fashion over the last five 
to ten years, extracting many millions oj dollars, whether owed or not, from interstate 
commerce, primarily from small businesses'^ 

Other State Campaigns 

New Jersey is - so far - the only state that has attacked interstate commerce by truck so 
aggressively. Periodically, however, and typically in bad economic times like the 
present, one or more states mount a general campaign to force smaller trucking 
companies located outside their borders but traveling on their roads to pay their business 
taxes. Such a campaign typically starts with a widespread mailing of a “nexus 
questionnaire” to hundreds or thousands of motor carriers that have paid operating taxes 
to the state. Companies that answer the questionnaire and return it - and those that do 
not return it receive increasingly threatening communications from the state until they do 
- typically then receive a funher letter from the state, advising them that the state has 
determined that they have nexus there and enclosing a bill, typically for several years 
(occasionally even decades) of back taxes, plus penalty and interest. 

Particularly for smaller motor carriers, this is a cruel absurdity. Typically, the state that 
seeks to force interstate motor carriers to pay its business taxes not only assesses for 
years of back taxes, but also either imposes a minimum corporate tax or taxes gross rather 


' New Jerse> does accord a carrier die option of appealing die assessiueiU - once il lias been paid - bul llie 
process is long, laborious. c.\pcnsivc. and unccilam. Nolc loo dial owiicr-opcralors llial liavc iiicorporalcd. 
and many lia\ c. arc also subject lo llic New Jersey lax c\'cn though they may never operate in die slate 
under dicirown iiilcrslalc aufliorilv, but always while leased lo anodicr carrier, Soinclimcs. therefore, the 
presence of a single truck, making a single delivery^ offreighk is ne.xus - as far as New Jersey is coiicenied. 
dial is - for tw o cnlilics. 

' ' When die Pennsylvania Department of Revenue began its “nexus campaign" against the industry about 
1993, il mailed out Ihrcalcning notices and assessments lo some 3(),()()0 interstate trucking companies. 
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than net receipts.’^ Through the use of these gimmicks, a state will have magnified the 
claimed liability out of all proportion either to the carrier's travel in the state or to its net 
income. 

A large, unanticipated assessment for back taxes frequently represents a disaster for a 
small (or even a larger) motor carrier. For the more distant back years, the carrier will 
also be precluded by the statute of limitations from amending the returns it filed with its 
home state and claiming a credit. Last -and definitely not least - are the accountant’s 
fees the carrier must pay to have the newly required return prepared. These can run 
upwards of $1,500 for even a relatively simple corporate tax report. And this is an 
expense the carrier can look forward to bearing into the future, for once it starts filing an 
annual tax return with a state it cannot easily stop doing so. 

State Nexus Standards 


What do states commonly assert as tax nexus for an interstate motor carrier? This is 
often unclear; state tax statutes and regulations often have nothing specific to motor 
carrier nexus, and provisions adequate for less mobile industries can be perplexing for 
administrator and carrier alike when applied to trucking. Moreover, while it is 
undoubtedly the case that a state may under the U.S. Constitution levy a tax on an 
interstate motor carrier,'^ the U.S. Supreme Court has left this area of the law in 
obscurity. A state may make a mere assertion of nexus rather than define it exactly. 

Until recently, no state has sought to collect tax from a motor carrier that merely travels 
on its roads and has no business at all in the stale, but now at least a couple of states seem 
prepared to try to collect money on even that slim basis.'"' 

This uncertainty in the law leaves motor carriers in a quandary, not knowing whether to 
file in a given state or not. Some carriers file in many more states than is warranted, and 
spend thousands of dollars annually in accountants’ fees to pay perhaps hundreds of 
dollars in state taxes.*'^ Others, in the absence of any indication from a state that out-of- 
state carriers need to filethere, forego filing until suddenly the state changes its position 
and sends out bills for three, five, seven, or more years of back taxes to thousands of 
interstate carriers. All of these costs of uncertainty, both administrative costs and the tax 
liabilities themselves, are passed on, sooner or later, to motor carriers’ customers, and are 
borne by interstate commerce and the Nation’s economy in general. 


' ‘ California. Massachusetts, New Jeree)’, New Yoik, and Pennsylxania have all aggressh ely sought to tax 
interstate motor carriers white they imposed minimum taxes of sct'cral hundred to well over S 1 ,000 per 
year, Michigan and Pennsyhania have sought to impose taxes based at least in part on gross receipts on 
the industry. Other states that regularly seek to impose their business taxes on interstate motor carriers with 
only slight contacts with the stale include: Illinois, Nebraska, Ohio, Virginia, and Wisconsin. 

In facl, the leading case in Uiis area. Complete Aulo Transit v. Brady. 430 U.S. 274 (1977), in\ oh ed stale 
laxalioii of a motor carrier. 

' ' Nebraska and New Mc.xico Iiavc rcccnlly asserted nc.\us for motor carricB on llic basis solely of such 
■pass-llirough" miles, no oilier contact w'ith the state being, in their view, lcga!l\ necessary . 

' ’ Filing in many stales lias aiiotlier danger for inlerslate motor carriers; overlapping stale apporliomnenl 
fomiiilas can capture more llian ail of a carrier’s net income lor slate laxalioii. See. lor example. 
Consolidated I'reighlwax-s Corp. of Delaware v. Wi.scomin Dept. ofRewnue, All N,W.2d 44 (Wisc.. 

1991), 
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Conclusion 


for the reasons we have outlined, interstate motor carriers are joining with the other 
industries and approaching Congress for relief from the efforts of states to impose their 
taxes on interstate businesses that have very tenuous contacts with those states. Public 
Law 86-272 is of very limited — if indeed any — assistance to our industry, and the 
provisions of that law, which was both necessary and appropriate for its time, urgently 
need updating to reflect the Nation’s deregulated, more mobile, more service-oriented 
economy. Trucking companies - indeed interstate commerce, to which trucking is so 
critical - need protection from taxation by a state when they do not have a significant 
physical establishment within its borders. 

Once again, we appreciate this opportunity to testify before this committee. 

Robert C. Pitcher 

Vice President, State Laws 

American Trucking Associations 
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BIFMA 

INTERNATIONAL 


ItwfcrtMiiVwrti 


U S. House of Representatives 
Committee on the Judiciary 

Subcommittee on Commercial and Administrative Law 
Tuesday 06/24/2008 • 1 00 PM 
2237 Rayburn House OfTicc Building 

Hearing on II. R. 5267, the "Business Activity Tax Simplification Act of 2008" 

The Business and Institutional Furniture Manufacturers Association (BIFMA) mission is to lead, 
advocate, inform and develop standards for the North American office and institutional furniture 
industry We serve businesses that are primarily engaged in design, development, marketing and 
fulfillment of office and institutional furniture products. 

BIFMA is a not'lbr-profit organization that serves as a forum for companies to cooperate and 
collaborate on appropriate industry issues. The issues you are considering today impact us 
directly We strongly support H R 5267, the Business Activity Tax Simplification Act of 2008 
C'BATSA’’). and urge that it be reported to the full House for consideration as soon as possible 

This bill would clarify the constitutional requirement for a physical presence nexus standard 
governing stale assessment of corporate income taxes and comparable taxes on a business 
Specifically, the bill would articulate a bright-line physical presence nexus standard that includes 
owning or leasing any real or tangible property, or assigning one or more employees to perform 
certain activities in the stale for more than fiflecn days in a taxable year In addition, the bill 
would modernize P L. 86-272 which prohibits states from assessing net income taxes against a 
business if its only contaa with the state involves the solicitation of orders for tanjpble personal 
property 

In the office furniture industry, we like to promote ways that people can "work anywhere" 
Mobility is a reality and unfair schemes to tax and tax again must slop. This legislation would 
ensure fairness, minimize costly litigation for both stale governments and taxpayers and create 
the kind of legally certain and stable business environment that this economy direly needs The 
bill ensures that businesses continue to pay business activity taxes to states that provide them 
with direct benefits and protections It makes common sense 

Sincerely. 


Brad Miller. 

Director of Communications and Government Affairs 

Business and Institutional Furniture Manufacturers Association (BIFMA) International 
2680 Horizon Dr, SE Suite A- 1 
Grand Rapids. Ml 4Q546-7SOO 


2680HoruonDrK<.Suitf A-l Grand RdpKkMicltigan'4954&7SOO Phone 616285396} Fox 6162853765 wwwMimotK 
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Business Roundtable' 
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Die Honorable Linda Sanchez 
U S. House of Representatives 
House Committee on the Judiciary 

Chair, Subcommittee on Commercial and Administrative Law 
Washington. OC 20515 

Die Honorable Chris Cannon 
U S House of Representatives 
House Committee on the Judiciary 

Ranking Member, Subcommittee on Commercial and Administrative 
Law 

Washington. DC 2051 5 


Re: Business Aaivitv Tax SimpIKication Act (H R 52671 


UnyD Burton Dear Chairwoman Sanchez and Representative Cannon 

EmcuUv* Dvodot 


Jolwnno I Schnotdor 
£mcuIiv« Ondof 
Ertdrttt RoBbora 


On behalf of the members of Business Roundtable. I am submitting 
this letter for the record regarding the Business Activity Tax 
Simplification Act of 2008 ("BATSA"). H R 5267. for the Commercial 
and Administrative Law Subcommittee's June 24. 2008. heanng. 


Business Roundtable, a CEO-led organization of leading U S. 
companies with a combined workforce of more than 10 million 
employees and $4 5 trillion in annual revenues, strongly supports 
BATSA. This important legislation would clarify and modernize the 
“nexus" rules that govern the ability of States to impose business 
activity taxes on companies that do not have a significant physical 
presence in the taxing jurisdiction. The legislation would also update 
Public Law 86-272 to provide the same protections for sales of 
services and intangibles that currently apply to sales of tangible 
personal property By providing a uniform, national jurisdictional 
standard for slate and local taxation of interstate commerce, BATSA 
will promote a legally certain and stable business climate that expands 
interstate commerce. In doing so. this legislation will create new jobs, 
increase business investment, and foster economic growth. 
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June 20, 2008 
Page 2 


A physical presence standard promotes fairness by ensuring that businesses that 
receive benefits and protections provided by state and local governments pay their fair 
share for these services. It is incongruous with good tax policy that out-of-state 
businesses, who never set foot in a jurisdiction, should be subject to a tax burden and 
pay for services in that jurisdiction. In addition, a physical presence standard provides 
legal certainty, resulting in lower compliance costs and a stable business climate where 
tax considerations do not hinder business decisions. The physical presence standard is 
a simple and efficient rule that benefits businesses and state and local governments 
alike. 

With respect to Public Law 86-272, Congress determined that interstate commerce, and 
the economy as a whole, would benefit if businesses were allowed to solicit customers 
in a state without being subject to that state’s income taxes. BATSA would update these 
protections to put sellers of goods, services, and intangibles on an even footing. The 
legislation would also provide clarity and ensure widespread application of Public Law 
86-272 by stating that these protections apply equally to all business activity taxes. 

By enacting BATSA, Congress will satisfy its constitutional responsibility to ensure that 
interstate commerce is not burdened by State actions. Importantly, BATSA would not 
interfere with the ability of a State to impose business activity taxes on a company that 
is properly subject to its taxing jurisdiction. 

Thank you for your consideration of this important legislation. 



John J. Castellani 
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June 20. 2008 

Chairman John Conyers. Jr 

Chairwoman Linda Sanchez 

House Judiciary Committee and 

Subcommittee on Commercial and Administrative Law 

United States House of Representatives 

Washington. DC 205 1 5-0539 


Re 


Dear Chairman Conyers & Chairwoman Sanchez; 

On belialf of the California Bankers Association, I am writing to that you support H R 5267, Ihe 
Husutess AcUvity Tax SimphficaUan Ad. This legislation expands the federal prohibition against state 
taxation of interstate commerce to include taxation of out-of-state transactions involving all forms of 
property, including intangible personal property and services In addition. H R. 5267 codifies existing 
law by realTirming the rules on state taxation of an out-of-state entity and creates definitive criteria for 
determining that a person or business has a physical presence in a state 

In 1959, Congress attempted to clarify nexus standards for state and local business activity taxes by 
enacting P L. 86-272. (IS U.S.C 381 et seq.) In doing so. Congress established that in order for a 
business to have nexus in a particular state, it must have a physical presence within that state In P L. 
86-272. Congress outlined the activities that do not trigger nexus P L 86-272 prohibits a state from 
imposing an income tax on a company whose activities consist only of the solicitation and subsequent 
sale of tangible personal property delivered outside the state by a common carrier However. P.L. 86- 
272 docs not define "solicitation'' and its application is limited to the net income derived from the sale 
of tangible personal property As a result, a patchwodc of state laws and regulations has been adopted 
to independently establish nexus for business activities that are not covered under P L 86-272. 

In addition, the United States Supreme Coun further addressed the matiw of nexus in Quill v. North 
Dakota in 1992. The Court held that under the Commerce Clause of the U S. Constitution, the state of 
North Dakota could not impose a sales tax on an out-of-state vendor who sold goods to residents but 
had no physical presence in the state However, because the term "physical presence" was not well 
defined by the Supreme Court, states have sought enactment of their own legislation 

This year, legislation was introduced in the California legislature to redefine nexus to include a 
"retailer engaged in business in this state" that has substantial nexus with this state for purposes of the 
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Cliaimian Jon Conyers, Jr, 

Chairwoman Linda Sanchc? 

Support for H.R. 5267 
June 20, 2008 
Page 2 of 2 

Commerce Clause. Importantly, this legislation eliminated the safe harbor rule that the mere presence 
of a company’s internet server in the state in and of itself will not trigger the obligation to collect 
California sales and use tax. These independent legislative attempts to redefine nexus, the 
constitutionality of which will surely be challenged before the courts, lead to costly litigation for 
states, further depleting them of revenue. 

Established more than 1 15 years ago, the California Bankers Association (CBA) is one of the largest 
state banking trade associations in the country, CBA leads the way in developing relevant educational 
and legislative solutions to some of California's more pressing financial and banking issues, including 
adult financial empowerment, identity theft, financial privacy, and eider financial abuse CBA's 
membership includes more than 300 of California’s commercial, industrial and community banks and 
savings associations. 

On behalf of the California Bankers Association, I ask for your support in passing H.R, 5267, We 
thank you for your attention to this important matter. 


Sincerely, 



Jason Lane 

VP/Government Relations 



106 


A 

^tCal-Tax 

June 20, 2008 

Statement of Teresa Casazza 
President, California Taxpayers' Association 
Submitted to the Subcommittee on Commercial and Administrative Law 
Committee on the Judiciary 
United States House of Representatives 

Hearing on H.R. 5267, the Business Activity and Tax 
Simplification Act of 2008 

Madam Chairwoman. Ranking Member Cannon and members of the Committee: 

On behalf of the California Taxpayers' Association. I submit this statement in support of 
H R 5267, the Business Activity and Tax Simplification Act of 2008 

The Califomia Taxpayers' Association is a nonpartisan association, founded in 1926 to 
protect taxpayers from unnecessary taxes and to promote government efficiency We 
serve our members through research and advocacy on significant tax and spending 
issues in the legislative, executive and judicial branches of government. The Califomia 
Taxpayers' Association is an organization that represents hurKlreds of small and large 
businesses that conduct business both in Califomia and nationwide. 

Certainty regarding potential tax liability and compliance obligations is essential for 
business planning and investment decisions With the growth of electronic commerce, 
however, and lack of clear guidance from the courts regarding nexus standards for this 
new avenue of trade, tax obligations with respect to individual states have become 
confusing and unpredictable 

The lack of certainty with respect to whether a business may be subject to tax in any 
given state wilt only get worse with the expansion of Internet sales activity A uniform 
"physical presence" standard, which bases the state’s ability to tax on the physical 
presence of the taxpayer in the taxing state, will provide clear guidelines and reduce the 
costs associated with determining whether a business is subject to tax in any individual 
state, including litigation costs for taxpayers and state governments 

A uniform “physical presence" standard will allow taxpayers to understand clearly the 
potential for tax liability in each individual state Such certainty will allow taxpayers to 
make informed investment decisions and encourage the expansion of interstate 
commerce without fear of reprisal from multiple state taxing agencies. 
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On behalf of the California Taxpayers’ Association, I respectfully request your support 
for H. R. 5267, which will contribute to economic growth and expansion as the economy 
continues to evolve. 
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introduction. 


Good afternoon, Chairwoman Smchez, Ranking Member Cannon, and distinguished 
members of the Subcommittee. My name is Roger J. Cochetti. T am submitting 
testimony on behalf of the Computing Technology Industry Association (CompTlA) 
representing our over 1 0,000 member companies. 

I want to thank Chairwoman S^chez and Members of this Subcommittee for holding this 
Important hearing concerning the effects of business activity taxes. We are especially 
concerned about the ramification of some recent developments for small businesses. This 
is a real issue affecting the economic survival of small businesses, and this issue is in 
urgent need of an immediate response. We believe your efforts to focus both 
Congressional and public attention on this issue are most important. 

Small businesses are the backbone of the American economy. Some 23 million small 
businesses employ over half of the private sector workforce. Small businesses are a vital 
source of the entrepreneurship, creativity, and innovation that keeps our economy 
globally competitive. As a nation, we are dependent upon the health of the small 
business sector, and this is why we are concerned with an ever-expanding palate of 
taxation and tax compliance issues. 
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CompTIA Overview. 

The typical small business does not have an IT department but relies upon the services of 
an important segment of the computer industry referred to as “Value Added Resellers” or 
VARs. VARs are small system integrators that design, install, and maintain computer 
systems and networks for other small businesses. An estimated 32,000 VARs, most of 
which are small businesses themselves, sell approximately $43 billion dollars worth of 
computer hardware, software, and services annually. This means that over one third of 
the computer hardware sold in the United States today is sold by VARs. 

Madame Chairwoman and members of the Subcommittee, the Computing Technology 
Industry Association represents the business interests of these VARs. for 25 years, 
CompTTA has provided research, networking, and partnering opportunities to its over 
10,000 member companies. And while we represent nearly every major computer 
hardware manufacturer and software publisher, nearly 75% of our membership is 
comprised of American VARs -the small business component of the tech industry. So, 
we particularly appreciate the opportunity to provide this testimony to this Subcommittee. 

As further background, in addition to representing the interests of VARs, CompTIA also 
works to provide global policy leadership for the IT industry through our headquarters in 
Chicago and our public policy offices in Washington, Brussels, Hong Kong, and Sao 
Paulo, for most people in the computer industry, however, CompTIA is well known for 
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the non-policy-related services that it provides to advance industry growth: Standards, 
industry education, business solutions and our very well known professional IT 
certifications, such as A+. 


The Issue. 


As states seek to maintain or expand both their tax bases and collections, we note ever- 
increasing attempts by some state taxing authorities to tax interstate transactions. As 
established by the U S, Supreme Court, the principle requirement allowing a state to 
require a non-resident business to collect and pay o'jqx sales and use taxes physical 
nexus." In Quill Coro, v. North Dakota. 504 U S. 2915 (1992). the Court ruled tliat a state is not 
permitted to require a non-resident seller to collect and remit sales and use taxes - unless 
that seller has a physical presence in the state. Therefore, a business that resides in State 
A cannot be required by State B to collect and remit sales taxes on sales made to 
customers in State B, unless fhaf business has a real physical presence in Siaie H . 
Commonly, physical presence has been interpreted as having an office or place of 
business in the state, or employing workers that operate within the state. 

One of the basic principles of the Quill decision is fairness. That is, it is principally 
unfair and burdensome for a state to require a business to collect sales and use taxes - 
when that business has no physical presence in the taxing state. The fairness of ()vi]l \s 
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made all the more evident by the fact that most states permit local jurisdictions to impose 
separate transactions taxes, which can have varying requirements within a single state or 
jurisdiction. Clearly, for the typical small business, collecting and remitting taxes from 
states other than their own would impose a massive administrative burden. Tn addition to 
monitoring, collecting and remitting sales taxes to multiple jurisdictions, the business 
would also be burdened with a multiplicity of compliance requirements. So, under the 
OuiU decision, the phy sical nexus standard has served to bring both certainty and 
simplicity to the complicated patchwork of interstate taxation. 

However, while the Quill decision requires a physical nexus in situations involving sales 
and use taxes, this decision did not specifically address other forms of taxation. 
Therefore, while physical nexus continues to control sales and use tax collections, some 
states are now seeking to ignore this requirement for other forms of taxation - asserting 
that an ''‘economic nexus” \s sufficient. Under this theory, some states have attempted to 
tax any transaction that has an economic nexus to that state. This is bad tax ooHcv yvhich 
will resull in iinmanaseahle lax and compliance problems for all businesses. 

Imposition of business activity taxes under the economic nexus theory imposes a 
particularly burdensome regime on the IT industry, For example, a VAR located in State 
A is engaged by a customer in State B to solve a software issue. The VAR has no place 
of business in State B and has never visited State B, But, without ever entering State B, 
the VAR connects to the customer’s computer via the Internet; the computer is repaired 
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and the customer is billed for this service. Under the economic nexus theory. State B 
could assert that income earned by the VAR is subject to income and franchise taxes in 
State B. Also, because the VAR is a resident and is physically present in State A, State A 
would likewise seek to tax these earnings. 

From this example, it is easy to see how adoption of the economic nexus will usher in a 
burdensome and complex new multiplicity of tax regimes for all businesses. This would 
be most devastating for small businesses which have neither (i) the expertise to learn the 
taxing requirements of ail states, nor (ii) the money to pay a professional to monitor and 
comply with dozens, hundreds or thousands of taxing authorities. 

Recently, one of our VAR members, a small IT business, recounted a situation in which 
the taxing authority for the state of Maine demanded that this business - which is located 
in New Hampshire- file a Maine tax return. The Maine tax authority noted that the VAR 
had a few customers in Maine and that two of the VAR’s employees lived in Maine. 

After substantial time and expense on the part of our small business VAR member, the 
Maine tax authority eventually withdrew their demand. However, this was only after our 
member was required to prove that the employees only lived in Maine - and were not 
stationed there as employees. This CompTlA member company also had to prove to the 
Maine tax authorities that its business dealings within Maine were <Je minimis and did not 
warrant a tax return. Of course, we agree with this outcome, but we do not agree with the 
process that required this small business to spend enormous and needless time, effort, and 
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expense in order to contest this overreaching approach to interstate taxation. To avoid 
this in the future, clear and consistent criteria must be established to determine whether a 
business has a sufficient physical presence in a state to allow that state to impose business 
activity taxes. 

Madame Chairwoman, it now seems apparent that the tax authorities of some states are 
seeking to exploit a loophole in the Supreme Court’s decision in Quill Because Quill 
prohibited the imposition of unfair sales taxes, some states are now seeking to bypass this 
by Imposing unfair transaction taxes. The emphasis must be placed on the term “unfair” 

- without respect to the type of tax a stale seeks to impose on out of state businesses. 

This loophole needs to be closed before the nation’s small businesses suffer any further. 

Before any more states move to collect unfair taxes from small out of state businesses, we 
urge the Congress to require distinct physical presetice requiremctus to the taxation of 
interstate business activities. The emergence of a duplicative and overlapping patchwork 
of state and local tax filing and payment requirements will seriously damage America’s 
small business community. It would inflict substantial burden and cost on all businesses 
-with a disproportionate impact on small businesses, especially those engaging in 
electronic commerce. 


Legislation 
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We call on Congress to pass legislation that will prohibit a state from taxing out-of-state 
transactions and non-resident businesses unless that business has an actual physical 
presence in the taxing state. We also call on Congress to set forth specific criteria to 
determine whether a business has a sufficient physical presence to allow taxation. 
Accordingly, we specifically support the passage of S. 1 726, the ‘^Business Activity Tax 
Simplification Act of200T and its companion bill, H R. 5267, the "Business Activ ity 
Tax Simplification Act of 2008.” 


Conclusion. 


Increasingly, businesses are being burdened by the both the variety and amount of taxes 
that must be paid, as well as the costs of compliance. While we fully support the notion 
that all businesses should pay their rightful share of taxes, we believe this goal can and 
should be accomplished in the most orderly and least burdensome method. Accordingly, 
we ask this Subcommittee to support efforts to clarify and simplify the increasing tax and 
tax compliance burdens for businesses. If not, small businesses - especially small 
technology businesses - cannot continue to drive the American economy. 

We thank this Subcommittee for the opportunity to present this testimony in support of 
our membership - especially, our over 10,000 member companies, many of which as 
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small technology companies rely more heavily on income from the remote provision of 
interstate services. 
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Statjs or New -Jebsey 
Office of toe Covebkob 
P.O. Box OOl 
Tfbkton 
08385 

(609) S93-6000 


Jon S. Corzine 


June 24, 2008 

The Honorable TJnda Sanchez 
Chair 

Judidat)' Subcoiiuiuttee on, Commercial and 
AdministiatLve Law 
U.S. House of Rcpreseiitadves 
2138 Rayburn House Office Building 
Wasliington, D.C, 20515 


The Honorable Chris Cannon 
Ranking Member 

Jodidaiy Subcomnuttcc on Commurdal and 
Administrative Law 
U-S- House of RepresentativeR 
2142 Raybum House 0££ce Buildiug 
Washington, D.C. 20515 


Dear Chairwoman Sanchez and Ranking Member Cannon: 

I write to express my strong opposition to the Business Activity Tax Simplification Act of 2008 (HR 
.5267), Tliis legislation would trample on the sovereignly of the State of New Jersey, created by our 
federalist system of govctnmenl and enslirined in the Tendi Amendment to the U.S. Constitution, 
and on the plenary power of the states to levy taxes. Additionally, this bill would harm local New 
Jersey businesses wMe benefiting large, multi-state or multinational corporations. In the first year 
alone, this legislation would cost the State of New Jersey $650 miliion. 

Under current sramtot)’, case law and Constitutional law, the State of New Jersey taxes out-of-statc 
companies that do business in the state, based on an economic nexus standard, as well as in-state 
businesses. Under the “physical presence nexus” standard proposed in HR 5267, Congress would 
strip New Jersey’s authority to tax out-of-state businesses that do not meet this physical presence 
nexus standard, ignoring the teahly that these businesses arc actively doing business in New Jersey 
and benefiting from the use of the state’s infrastructure and legal system. 

By imposing a national physical presence standard. Congress would unfairly shift the cost of doing 
busine.Rs in New Jersey onto local and small businesses, putting mom-and-pop businesses and small, 
emerging businesses at a distinct disadvantage in competic^ in tire marketplace against the out-of- 
statc business. Many out-of-state baxsinesses would exploit the physical presence nexus standard 
thereby avoiding tlieit financial responsibilities. 

Furlliei, the physical presence nexus standard is a marked retreat feom the modem technological and 
commercial realities of the 21" Century. Today America’s economy is grounded in the information 
age and the sale and provision of services; it is less and less reliant on sectot.s such as manufacturing. 
The economic nexus standard fits the current economic realities. The physical presence nexus 
standard is archaic. It would encourage corporations to manipulate and restructure their business 



118 


acLtviliti LO avoid paying cheii fair share and provides incentiTes for businesses rn eliminate thcil 
physical presence within Neu’ Jersey almost entirely. 

Recently, the New Jersey Supreme Court has i^held the validity of die economic nexus for taxii^ 
oiiL-of-SLate businesses. (See Imiid Inc. p. Dinctor, Divisio/s ofTaxadoa, 188 N.J. 380, 980 A.2c] 176 
(2006), cert, denied 127 S.Ct 2974 (2007).) By declining to consider a chsllenge to the New Jersey 
decision, the U. S. Supreme Court strengthened the argument that a state’s ability to tax businesses is 
nor limited by a physical presence standard. Nevi' Jersey is not alone m taxing oul-ol-stale businesses 
that meet an economic nexus standard. Courts in (vlaryland, New Mexico, North Carolina, South 
Carohna, and West Virginia liave also ruled a physical presence is not required for these states to Lax 
out-of-state businesses doing business within the states. 

With die economy continuing to weaken and fears of inflation rising, a supermajority of states is 
suffering. For example, 29 states are projected bi fecc funding shortfalls in the coining state fiscal 
year. According lu a 2006 Coi^essional Bucket Office analysis of similar legislation, 70 percent of 
die estimated re^'enue losses would come from ten states; California, Florida, lOinois, Michigan, 

New Jersey, New York, Pennsylvania, Tennessee, Texas, and Washington. Four of these ten states 
rank among tlie states showing the most economic distress. Tliis legislalkm is a national fix looking 
for a ptoblem. 

Patticulailv difficult circumstances confrtmt New Jersey, and we are taking die difficult and often 
pairiful, steps to address our fiscal reality. My state budget for Neu'Jetsey’s 2009 fiscal year would 
spend $600 million less that the state spent in fiscal year 2008. This austere budget is ^.cliieved by 
cutdng nearly $3 billion in stale spaiding. New Jersey is notable to absorb the economic hardship 
H K .3267 would create. The initial loss of $650 million in revenue could force unfair increased taxes 
on local businesses, additional cuts in vilal guveniment services for New'Jersey’s most vulnerable 
populations, or require federal assistance in the form ofstate fiscal relief. 

Slow IS not the time to ignore die sovcre^i rights of the states. Now is not the time for Congress to 
force changes to setded New Jersey law Now is not the time for Congre,s8 to effectively eliminate 
$660 milli on in state rev’eniiex in just the first year of implcmentadon of diis business activity tax 
Legislation. 

I strongly encoui-age the House Judiciary Subcommittee on Gonstitudona! and Administrative Law, 
after consideration and discussion during today’s hearing, to rcjecl HR 5267. 
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Testimony of the 

Council On State Taxation (COST) 

122 C Street JNW, Suite 330 
Washington, DC 20001 
202/484-5222 

Hearing on H.R. 5267, the "Business Activity Tax Simplification Act of 2008" 

Befoi'e the 

United States House of Representatives 
Committee on the Judiciary 
Subcommittee on Commercial and Administrative Law 

The Honorable Linda T. Sanchez, Chairman 

June 24,2008 

Tlie Council On State Taxation, which is more commonly known as COST, welcomes tlie 
opportunity to share v\lth you COST's views on the unportant issue tliat you have before you — 
the appropriate extent of state jiirisdietion to tax. COST is anoiiprofit trade association based in 
Washington. DC, COST wasfomied in 1 969 as an advisory committee to tlie Council of State 
Chambers of Commerce and today has an independent membership of more than 600 major 
corporations engaged in interstate and international business. COST s objectiv e is to preserv e 
and promote the equitable and nondiscriminatory state and local taxation of multijurisdictional 
business entities. 

Our comments address two ftuidamental questions at issue: 

• Why docs die issue of Business Activity' Tax (BAT) nexus warrant Congressional 
action? 


Why is physical presence the appropriate standard for BAT nexus? 
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BAT Nexus Needs Congressional Action 

The first, and perhaps most important determination a business must make with regard to 
State business activity taxes is whether the business is actually subject to tax at all in a particular 
State. Tn other words, docs the business have ‘'nexus'’ with the state? This thrcshhold is 
governed by the U-S. Constitution’s negative Commerce Clause, which prohibits states from 
unduly burdenmg interstate commerce. Taxing businesses with only limited links to a 
jurisdiction has long been considered a burden on interstate commerce because of the high 
compliance costs associated with the taxation of such fleeting or nominal activity. It is not an 
exaggeration to note that since the first state business activity tax was imposed, taxpay ers have 
never been certain as to what activities will subject tlieni to the taxing jurisdiction of any 
particular state or local authority. 

The United States Supreme Court has offered some guidance and at least one bright line 
rule as to the requisite level of activities stifficient to subject a business to a state's tax without 
creating an impermissible burden on interstate commerce. In its 1992 QttiU decision, the U.S, 
Supreme Court reaffirmed an earlier holding from its Bellaa Hess decision by reiterating its bright 
line rule that a State cannot impose a sales tax collection liability on a seller that does not have a 
physical presence in the State. From Congress’ perspective, however. Quill was additionally a 
seminal refinement of the Court's earlier jurisprudence, because for tire first time itnoteda 
distinction in the concerns underlying the Due Process and Commerce clauses of the Constitution, 
As part of that distinction, the Court clarified that Congress may legislatively set tlie jurisdictional 
standard governing states' ability to impose tax burdens on interstate commerce. Indeed, the 
Court invited Congress to legislate in the area of nexus for state tax purposes, saying: “[0]ur 
decision is made easier by tlie fact that the imderlying issue is not only one tliat Congress may be 
better qualified to resolve, but one that Congress has the ultimate power to resolve.’’ 
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In die absence of Congressional action, however, states have become increasingly 
aggressive in attempting to assert tax jurisdiction over out-of-state businesses. These eflforts to 
reach companies with a minimal or no physical presence in a state have led to litigation in state 
courts with mixed results — not unexpected given the lack of clear guidance from either the 
Congress ordie LI.S. Supreme Court. Conflicting state laws and court decisions create 
tremendous uncertaintx and expense for taxpayers. Multistatc businesses are deeply conccnicd 
bodi by this uncertainty and by state efforts to impose tax on businesses that do not have phy sical 
presence in a state, thereby burdening interstate commerce and limiting cost effective market 
options. Surveys of the COST membership consistently demonstrate diat this issue is the 
multistate business community s number one state tax policy concern. 

The uncertainty created by conflicting interpretations of the Constitutional standard for 
tax jurisdiction has long resulted in unnecessary administrative and litigation expense for both 
taxpayers and states, and will certainly increase the costs and risks of operating a multistate 
business in the foreseeable future. Forexajnple.the recent Financial Accounting Standards 
Board Interpretation No. 48 ("FIN 48'’) of its Statement 109 (Accounting for Income Taxes) 
shines a spotlight on the potential costs and market confusion associated with uncertain nexus 
standards, FTN 48 appropriately seeks consistent treatment of uncertain income tax positions for 
financial statement reporting purposes. However, the lack of any national, definitii'e autliority for 
state tax jurisdiction complicates the analysis imder FTN 48 and creates an ongoing dilemma for 
multistatc companies. If a business dctcnnincs it docs not have the requisite activity to create 
nexus in a state and thus does not file a return there, the statute of limitations for an assessment 
often never expires. Thus, a business may be in the awkward position of taking a reasonable 
position regarding its tax filing requirements in a given state, but beccuise of the controv'ersial and 
imsettled state of the law on nexus, the business be unable to reach tlie required confidence 


3 



122 


lev cl (“more likcK than not”) on the validitv' of its financial statement reporting position under 
FIN 48. As a result, tliis phantom tax liabUitj’ to lie state (plus accrued phantom penalties and 
interest) will never disappear from its financial statements unless the business is actually audited 
and the state determines it docs not have nexus. This is but one example of how tlie current 
uncertainty ov^er tlie scope of the nexus requirement creates contusion beyond tire immediate tax 
effects. 

Congress, accordingly . as the ultimate aufliority under the Commerce Clause, not only 
has the Constitutional duty to remedy the existing uncertainty, but it also serves as the measure of 
last resort for the courts and for multistale companies on tliis issue. 

Physical Presence is the Appropriate Standard 

It is cost’s position, in order for a Slate or a locality to impose a business activity tax 
on a business, that a business must have a physical presence in the jurisdiction. Congress must 
recognize physical presence as the jurisdictional standard for business aaivity taxes. Physical 
presence should be defined to include quantitative and qualitative dc minimis thresholds. 

Congress must also prohibit unreasonable attribution of nexus. Finally, Congress must preserve 
and modernize P.L, 86-272. Legislation currently pending in both the Senate and the House of 
Representatives would accomplish all of these goals. 

Determinations of jurisdiction to tax should be guided by one fiindaniental principle: a 
govcnunciit has the right to impose burdens — economic as well as administrative — only on 
businesses that receive meaningfiil benefits or protections from that government, hi tlie context of 
business activity taxes, this guiding principle means that businesses that arc not phy sically present 
in a jurisdiction and are therefore not receiving meaningfiil benefits or protections from the 
jurisdiction should not be required to p^' tax to that jurisdiction. Such a test also delineates a 
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clear line to guide both businesses and the states (ineluding their localities) on when a business 
can be subject to a State's tax. 

Congress must exercise its authority under the Commerce Clause of the Constitution to 
recognize physical presence as the nexus standard for business activity taxes. In doing so, 
Congress should include de minimis thresholds based on the tempotarv' presence of employees, 
agents and property in the State. Congress should also modernize P.L, 86-272 by including 
services and intangibles in its scope, extending its application to all direct taxes, extending its 
coverage to activities subject to local taxes, and clarify ing its definition of independent 
contractor. 

Opponents of a physictil presence nexus standard misconstrue botli the burdens on 
business a lower threshold would invite and the global economy in which wc now live, Tn prior 
testimony before the Scitate on state lax jurisdiction. Elizabeth Harchenko, former Chair of the 
Multistate Tax Commission, argued that "sound economic policy requires the adoption 
of... economic nexus as the standard for the application of state and local taxes." Nothing could 
be further from the trutli. No tax treaty to which tltc United States is a party recognizes such a low' 
threshold for tax jurisdiction. What is economic nexus? Is it where a business has a customer? 

A website? An account receivable? Under an “economic nexus" theory, every company of any 
measurable size would be taxable in cv’ery state. Taken to an international lev'cl. ev^ery company 
would be taxable everywhere. Under an “economic nexus” dieoiy. companies would lose any 
ability they currently have to support states that provide a feivorablc business tax climate, and 
states would lose any incentive to provide such an environment. 

Indeed, some former tax administrators have recognized the problems inherent in an 
economic presence nexus standard. A former Muhistate Tax Commission Executiv e Director, 
Eugene Corrigan, has argued “that the stales need to fece die reality that most of them are 
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generally incapable of enforcing the “doing business” [economic prcscnccj standard anyway; in 
almost all cases they’ really fall back on the physical prcscncc test as a practical matter. To tlie 
extent that lliey try to go beyond that test to reach out-of-state businesses for income tax 
jurisdiction purposes, they spend inordinate amounts of time and effort via bloated legal staffs 
that provide grounds for criticism of government in general — and with mixed success, at best.’ 

Conclusion 

A properly constructed bright-line physical prcscncc nexus standard will promote 
fairness, eliminate uncertainty for botli businesses and states, attd significantly reduce the 
frequency and costs of litigation. We are very interested in working with this Committee and 
other interested parties to articulate a bright-line physical presence nexus standard that is fair to 
both business and government. 
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Coalition for jme 1 9, 2008 

Rational 

And 

Fair 

Taxation 

The Honorable Linda T. Sanchez, Chairman 

The Honorable Chris Cannon, Ranking Member 

Subcommittee on Commercial and Administrative Law 

House Judiciary Committee 

United States House of Representatives 

2138 Rayburn House Office Building 

Washington, DC 20515 

Re: Hearing on H.R. 5267, the “Business Activity Tax Simpliilcation Act of 2008’* 
Dear Chairman Sanchez and Ranking Member Cannon: 

Thank you for the opportunity to submit this statement for the record for the June 24, 
2008 hearing on H.R, 5267, the “Business Activity Tax Simplification Act of 2008,” on behalf of 
the Coalition for Rational and Fair Taxation (“CRAFT’). CRAFT is a diverse coalition of some 
of America’s major corporations involved in interstate commerce, including technology 
companies, broadcasters, interstate direct retailers, publishers, financial services businesses, 
traditional manufacturers, and multistate entertainment and service businesses. CRAFT 
members operate throughout the United States, employ hundreds of thousands of American 
workers and generate billions of dollars for the nation’s economy. 

CRAFT believes that the bright-line, quantifiable physical presence nexus standard, as 
provided in H.R. 5267, is the apfropriate standard for state and local taxation of out-of-state 
businesses. Further, CRAFT believes that the modernization of Public Law 86-272, as H.R. 
5267 would accomplish, is essential for the health and growth of the American economy. 
Therefore, CRAFT strongly supports H.R 5267 and respectfully urges the approval of this 
legislation for consideration by the full Coi^ess and ultimate enactment. CRAFT believes that 
it is essential for Congress to provide clear guidance to the states in the area of state taxing 
jurisdiction, remove the drag that the current climate of uncertainty and unpredictability places 
on American businesses, and thereby protect American jobs and enhance the American 
economy. 

I. Background 

The principal motivation for the adoption of the United States Constitution as a 
replacement to the Articles of Confederation was a desire to establish and ensure the 
maintenance of a single, integrated, robust American economy. This is reflected in the 
Commerce Clause, which provides Cor^ess with the authority to safeguard the free flow of 
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interstate commerce, Enacting legislation regarding states localities imposing, regulating, or 
removing tax burdens placed on transactions in interstate commerce is not only within Congress’ 
realm of authority, it is also - we respectfully submit - Congress’ responsibility. This issue is 
also informed by the Due Process Clause of tiie Fourteenth Amendment. In the context of the 
Due Process Clause, the Supreme Court has determined that, in the area of state taxation, “the 
simple but controlling question is whether the state has given anything for which it can ask 
return.”* 

Unfortunately, some state revenue departments and state legislatures have been creating 
barriers to interstate commerce by ag gressively attempting to impose direct taxes on out-of-state 
businesses that have little or no connection with their state. Specifically, some state revenue 
departments have asserted that they can tax a business based merely on its economic presence in 
the state - such as the presence of customers - based on the recently-minted notion of “economic 
nexus,” Such behavior is entirely understandable on the part of the taxing state because it has 
every incentive to try collecting as much revenue as possible from businesses that play no part in 
the taxing state’s society. But this country has long stood against such taxation without 
representation. And worse, the “economic nexus” concept flies in the face of the current state of 
business activity taxation, which is largely based on the eminently valid notion that a business 
should only be subject to tax by a state from which the business receives benefits and 
protections. And worse still, it creates significant uncertainty that has a chilling effect on 
interstate economic activity, dampening business expansion and job growth. As a practicing 
attorney, I regularly advise businesses that ultimately decide not to engage in a particular 
transaction out of concern that they might become subject to lax liability in that state. It is 
entirely appropriate for Congress to intervene to prevent individual states from erecting such 
barriers to trade, and to protect and promote the free flow of commerce between the states for the 
benefit of the American economy.^ 

Confronted with aggressive - and often constitutionally questionable - efforts of state 
revenue departments to tax their income when they have little or no presence in the jurisdiction, 
American businesses are faced with a difficult choice. They can challenge the specific tax 
imposition - but must bear substantial litigation costs to do so. Or, they can knuckle under to the 
state revenue departments and pay the asserted tax - but then they risk being subject to multiple 
taxation and risk violating their fiduciary responsibilities to their shareholders (by paying invalid 
taxes) and hence, become subject to shareholder lawsuits. Unfortunately, the latter choice is 
sometimes made, especially since some state revenue departments are making increasing use of 
“hardball” tactics, a topic on which I would truly relish elaborating at another time or in another 


' Wisconsin v. J.C. Penney Co., 31 1 U.S. 435 (1940). 

^ See, e.g., Diarm L. Smith, Supreme Court Would Uphold P.L 86-272 (letter to the editors), 25 State Tax 
Notes 1 35 (July 8, 2002) (discussing the authwi^ of Congress to regulate interstate commerce). 
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forum, ^ Moreover, the compliance burdens of state business activity taxation can be immense. 
Think of an interstate business with customers in all 50 states. A recent study found that over 
3,000 state and local taxing jurisdictions currently impose some type of business activity tax, and 
thousands more have the authority to impose such taxes but do not cunently do so.'* If economic 
nexus were the standard, that business would be faced with having to file an income or franchise 
tax return with every state, and pay license or similar taxes to thousands upon thousands of 
localities. 

There can be no doubt that the rapid growth of electronic commerce continues to 
drastically alter the shape of the American and global economies. As businesses adapt to the 
“new order” of conducting business, efforts by state revenue departments to expand their taxing 
jurisdiction to cover activities conducted in other jurisdictions cor^titute a significant burden on 
the business community’s ability to carry on business. Left unchecked, this attempted expansion 
of the states’ taxing power will have a chilling effect on the entire economy as tax burdens, 
compliance costs, litigation, and uncertainty escalate. Clearly, the time is ripe for Congress to 
consider when state and local governments should and should not be permitted to require out-of- 
state businesses to pay business activity taxes. It appears eminently fair and reasonable for 
Congress to provide relief from unfair and unreasonable impositions of business activity taxes on 
out-of-state businesses that have little or no physical connection with the state or locality. 

Consistent with principles enumerated by the Congressional Willis Commission report 
issued in 1965 and more recently by the majority report of the federal Advisory Commission on 
Electronic Commerce,* H.R. 5267 is designed to address the issue of when a state should have 
authority to impose a direct tax on a business that has no or only a minimal connection to the 
state. This issue has become increasingly pressing as the U.S. and global economies have 
become less goods-focused and more service-oriented and as the use of modem technology has 
proliferated throughout the country and the world. H.R. 5267 applies to state Mid local business 
activity taxes, which are direct taxes that are imposed on businesses engaged in interstate 
commerce, such as corporate income taxes, gross receipts taxes, franchise taxes, gross profits 
taxes, and capital stock taxes. H.R.. 5267 does not apply to other taxes, like personal income 


’ See, e.g., Business Actmty Tax Simplification Act of 2008: Hearing on H.R. 5267 Before the House Comm, 

on Small Business, 1 10th Cong. (2008) (testinioiiy of Barry Godwin, on behalf of National Marine Manufacturers 
Association). 

'* Ernst & Young State and LocalJurisdictions Imposing Income, Franchise, and Gross Receipts Taxes on 

Business (March 7, 2007). 

^ See Special Subcomm. on State Taxation of Interstate Commerce of the House Comm, on the Judiciary of 

the U-S. House of Representatives, “State Taxation of Interstate Commerce," H.R. Rep. No. 1480, 88th Cong,, 2d 
Sess. (1964); H.R. Reps. Nos. 565 and 952, 89th Cong. (1965); and Advisoty Commission on Electronic 
Commerce, “Report to Congress,” pp. 1 7-20 (April 2000), respectively. 
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taxes,^ gross premium taxes imposed on insurance companies, or transaction taxes, such as the 
New Mexico Gross Receipts and Compensating Tax Act and other sales and use taxes/ 

The underlying principle of this legislation is that only states and localities that provide 
meaningful benefits and protections to a business - like education, roads, fire and police 
protection, water, sewers, etc. - should be the ones who receive the benefit of that business’ 
taxes, rather than a remote state that provides no services to the business. Further, businesses 
should only pay tax to those states and localities where they earn their income, and income is 
only earned where a business is actually located. By imposing a physical presence standard for 
business activity taxes, H.R. 5267 ensures that the economic burden of state tax impositions is 
appropriately borne only by those businesses that receive such benefits and protection from the 
taxing state and ensures that businesses pay these taxes only to those states and localities where 
they have earned income. H.R. 5267 does so in a manner that ensures that the business 
community continues to pay its fair share of tax but that puts a stop to new and unfair tax 
impositions. Perhaps most important, H.R. 5267’s physical presence nexus standard is entirely 
consistent with the jurisdictional standard that the federal government uses in tax treaties with its 
trading partners. In fact, creating consistency with the international standards of business 
taxation is vital to eliminating uncertainty and promoting the growth of the American economy. 

A. A Brief History 

The question of when a stale has the authority to impose a tax directly on a business 
domiciled outside the state is a long-standing issue in constitutional jurisprudence.* In many 
ways, the issues before this Subcommittee had their birth from a 1959 United States Supreme 
Court decision. In Northwestern States Portland Cement^ the Supreme Court ruled that a 
corporation with several sales people assigned to an office located in the State of Minnesota 
could be subjected to that state’s direct tax scheme.’ Prior to that time, there had been a “well- 
settled rule. ..that solicitation in interstate commerce was protected from taxation in the State 
where the solicitation took place.”” The Supreme Court’s 1959 decision in Northwestern States 
Portland Cement, coupled vrith the Court’s refusal to hear two other cases" (where the 
taxpayers, who did not maintain offices in the state, conducted activities in the state that were 
limited to mere solicitation of orders by visiting salespeople), cast some doubt on that “well- 


^ In addition, nothing in H.R. 5267 affects the responsibilities of an employer to withhold personal income 

taxes paid to resident and nonresident employees earning income in a state or to pay employment or unemployment 
taxes. 

’ N.M. STAT. § 7-9-1 etseq. 

® See, e.g., Walter Hellerstein, State Taxation of Interstate Bvsiness: Perspectives on Two Centuries of 

Constitutional Adjudication, 41 Tax Law. 37 (1987). 

® Northwestern States Portland Cement Co. v. Minnesota, 358 U.S. 450 (1959). 

Wisconsin Dep’t of Revenue v. William WrigleyJr. Co., 505 U.S. 214, 238 (1992) (Kennedy, J., 
dissenting). 

" Brown Forman Distillers Corp. v. Collector of Revenue, 101 So.2d 70 (La. 1958), appeal dismissed and 
cert, denied, 359 U.S. 28 (1959); International Shoe Co. v. Fontenot, 107 So.2d 640 (La. 1958), cert, denied, 359 
U.S. 984(1959). 
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settled rule” and fueled significant concern within tiie business community that the states could 
tax out-of-state businesses with unfettered authority, thereby imposing significant costs on 
businesses and harm to the American economy in general. As a result. Congress responded 
rapidly, enacting Public Law 86-272 a mere six months later. Public Law 86-272 prohibits states 
and localities from imposing income taxes on a business whose activities within the state are 
limited to soliciting sales of tangible personal property, if those orders are accepted outside the 
state and the goods are shipped or delivered into the state from outside the state. Subsequently, 
the Congressional Willis Commission studied this and otiier interstate tax issues and concluded 
that, among other things, a business should not be subject to a direct tax imposition by a state in 
which it merely had customers.'^ 

B. Where We Are Tod a y 

Nearly fifty years after the flurry of activity resulting from the Northwest Portland 
Cement decision, there have been marked transformations in the global economy yet we are no 
closer to a definitive answer on the question that brings us here today, namely, when may the 
states impose their business activity taxes on out-of-state businesses. In recent years, certain 
states and state revenue department organizations have been advocating the position that a state 
has the right to impose tax on a business that merely has customers there, even if the business 
has no physical presence in the state whatsoever. This “economic nexus” argument marks a 
departure from what businesses and other states have believed (and continue to believe) to be the 
proper jurisdictional standard for state taxation of business activity taxes. Specifically, CRAFT 
and other members of the business community believe that a state can impose direct taxes only 
on businesses that have a physical presence in the state. Although this issue has been litigated, 


P.L, No, 86-272, 73 Stat. 555 (codified at 15 U.S.C. §§ 381 etseq.). 

” Special Subcomm. on State Taxation of Interstate Commerce of the House Comm, on the Judiciary of the 
U.S. House of Representatives, “State Taxation of Interstate Commerce,” H.R. Rep. No. 1480, 88th Cong,, 2d Sess. 
(1964); H.R. Reps. Nos. 565 and 952, 89th Cong. (1965), Vol. 1, Part VI., ch. 39,42. See also W. Val Oveson, 
Lessons in State Tax Simplification, 2002 State Tax Today 1 8-39 (Jan. 20, 2002). 

A survey conducted by BNA Tax Analysts demonstrates the extent to which the states are asserting the 
right to impose tax on out-of-state businesses based on so-called “economic nexus” grounds. Special Report: 2008 
Survey of State Tax Departments, 15 Multistate Tax. Rep’t4, pp. S-15 - S-53 (April 25, 2008). See also Ensuring 
the Equity, Integrity and Viability of Mullistale Tax Systems, Multistate Tax Commission Policy Statement 01-2 
(October 17, 2002). Accord L^Uei from Elizabeth Harchenko, Director, Oregon Department of Revenue, to Senator 
Ron Wyden (July 16, 2001). See also Doug Sheppard, The Certainty of Disagreement on Business Activity Tax 
Nexus, 25 State Tax Notes 420 (Aug. 5, 2002). 

The Business Activity Tax Simplification Act of 2003: Hearing on H.R. 3220 Before the Subcommittee on 
Commercial and Administrative Lew of the House Comm, on the Judiciary, i08th Cong. (2004) (statements of 
Arthur R. Rosen on Behalf of the Coalition for Rational and Fair Taxation, Jamie Van Fossen, Chair of Iowa House 
Ways and Means Committee, and Vernon T. Tunier, Smithfield Foods, Inc.); Jurisdiction to Tax - Constitutional, 
Council of State Taxation Policy Statement of 2001-2002; The Internet Tax Fairness Act of 2001: Hearing on H.R. 
2526 Before the Subcommittee on Commercial and Administrative Law of the House Comm, on the Judiciary, !07th 
Cong, (2001) (statements of Arthur R. Rosen on Behalf of the Coalition for Rational and Fair Taxation; Stanley 
Sokul, Member, Advisory Commission On Electronic Comm»ce, on Behalf of the Direct Marketing Association 
and the Internet Tax Fairness Coalition). See also Scott D. Smith and Sharlene E. Amitay, Economic Nexus: An 

(continued...) 
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state courts and tribunals have rendered non-uniform decisions.*^ Unfortunately, the Supreme 
Court has not granted writs of certiorari in relevant cases.’’ 

The bottom line is that businesses should only pay tax where they earn income. It may 
be true that without sales there can be no income. But, while this may make for a nice sound 
bite, it simply is not relevant. Economists agree that income is earned where an individual or 
business entity employs its labor and capital, i.e., where he, she or it actually performs work.'^ 
In fact, as early as 1919, the Attorney General of the State of New York pointed out that “the 
work done, rather than the person paying for il^ should be regarded as the ‘source’ of income.”'^ 
This is abundantly clear when one considers an individual telecommuter that works from an 
office in his or her home state, but whose employer is in a different state. Everyone would agree 
that the telecommuter earns income in his or her home state where he or she actually performs 
business activities, rather than where the employer, which is the customer for the individual’s 
services, is located. Like telecommuters, the location of a business’s customers is irrelevant 
because a business earns its income where it actually engages in business activities - in other 
words, where it has a physical presence. 

Proponents of an economic nexus standard argue that the states provide benefits for the 
welfare of society as a whole and, therefore, the states should be able to collect tax from all U.S. 
businesses, wherever located. Such an argument is not only ludicrous, but it ignores the fact that 
businesses (and individuals) are members of the American society and pay federal taxes for such 
general benefits and protections. Proponents of an economic nexus standard also argue that 


Unworkable Standard for Jurisdiction, 25 State Tax Notes 787 (Sept. 9, 2002). See also Doug Sheppard, The 
Certainty of Disagreement on Business Activity Tax Nexus, 25 State Tax Notes 420 (Aug. 5, 2002). 

See, e.g., Adc F Trademark, Inc. v. Tolson, 605 S.E.2d 187 (N.C. Cl App. 2004), cert, denied, 2005 U.S. 
LEXIS 6033 (2005); Lanco, Inc. v. Director, Div. of Taxation, 188 N.J. 380 (NJ. 2006), cert denied, 2007 U.S, 
LEXIS 7736 (2007); West Virginia Tax Commissioner v. MBNA America Bank, N.A.. 640 S.E. 2d 226 (W. Va. 
2006), ceri. denied, 2007 U.S. LEXIS 7868 (2007); Acme Royally Co. v. Dir. of Revenue, 96 S. W,3d 72 (Mo, 2002); 
Ifylander v. Bandag Licensing Corp., Tex. App. Cl., No. 03-99-004217-CV (May 11, 2000); J.C. Penney National 
Bankv. Johnson, 19 S.W.3d 831 (Tenn. Ct. App. 1999), app. denied 2000), cert, denied, 531 U.S, 927 
(2000); Cerro Copper Prods., /na. No. F-94-444, 1995 Ala. Tax LEXIS 211 (Ala. Dep’t of Revenue Dec. 11, 1995) 
Icf Lanzi v. State of Alabama Department of Revenue, Ala. Dep’t of Rev., Admin, L. Div., No. INC. 02-72 1 (Sept. 
26, 2003)); Geoffrey, Inc. v. South Carolina Tax Commission, 437 S.E.2d 13 (S.C. 1993), cert, denied, 510 U.S. 992 
(1993); and Wisconsin v. J.C. Penney Co., 31 1 U.S. 435 (1940). 

’’ A&F Trademark, Inc. v, Tolson, 605 S.E2d 187 (N.C. Ct App. 2004), cert, denied, 2005 U.S. LEXIS 
6033 (2005); Comptroller of the Treasury v. SYL, Inc.; Crown Cork & Seal Co. (Del.), Inc., 825 A.2d 399 (Md. 
2003), cert, denied, 540 U.S. 9 and 540 U.S. 1090 (2003); J.C. Penney National Bank v. Johnson, 19 S,W.3d 83 1 
(Tenn. Ct. App. 1999), cert, denied, 531 U.S. 921 GOOO); Geoffrey, Inc. v. South Carolina Tax Comm'n, 437 S.E.2d 
13, cert, denied, 510 U.S. 992 (1993); Lanco, Inc. v. Director, Div. of Taxation, 188 N.J. 380 (N.J. 2006), cert 
denied, 2007 U.S. LEXIS 7736 (200^; MBNA America Bank, N.A.. 640 S.E. 2d 226 (W. Va. 2006), cert denied, 
2007 U.S. LEXIS 7868 (2007). 

As noted by one state tax expert, “‘[ijncome,’ we were told loi^ ago, ‘may be defined as the gain derived 
from capital, from labor, or from both ccmbined.’” W. Hellerstein, On the Proposed Single-Factor Formula in 
Michigan, State Tax Notes, Oct. 2, 1995, at 1 000 (quotii^ E/sneT- v. Macomber, 252 U.S. 189, 207 (1920)). 

Op. N.Y. Att’y Gen. 301 (May 29, 1919) (emphasis added). 
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states have spent significant amounts of revenue to maintain an infrastructure for interstate 
commerce which enables out-of-state businesses to make sales to customers in the state. 
However, the imposition of a direct tax on an out-of-state business simply cannot be justified on 
the basis that the state has provided a “viable marketplace” in which to sell goods. It is well 
accepted that taxes should be, at least in part, payments for benefits or services received from the 
government;^'' however, the level of l^nefits and protections provided by a state must be 
meaningful, not merely incidental or obscure, to warrant the imposition of a direct tax. 
Businesses only receive meaningful benefits and protections (such as fire and police protection, 
roads, waters, sewers and education) if they are actually located within a jurisdiction. It is also 
important to recognize that while a state government may expend resources to maintain an 
infr^tructure for interstate commerce, it does so for the benefit of its constituents - the in-state 
customers who are presumably already compensating the state for this infrastructure - and not 
for the benefit of out-of-state sellers. Imposing business activity taxes on out-of-state businesses 
is truly “taxation without representation.”^' 

II. H.R. 5267 Provides an Appropriate Solution 

A, Pro visions of h. R. 5267 

1, CODlFtCATlON OF THE PHYSICAL PRESENCE STANDARD 

H.R, 5267 provides that a state or locality may not impose business activity taxes on 
businesses that do not have a “physical presence” (i.e., employees, property or the use of third 
parties to perform certain activities) within the taxing jurisdiction. In addition, H.R. 5267 
provides exceptions for certain quantitatively and qualitatively de minimis activities in 
determining if the requisite physical presence requirement is met. 

Quantitatively, a business must have physical presence in a taxing jurisdiction for at least 
1 5 days during a taxable year. This 1 5-day de minimis rule Is both appropriate and consistent 
with the principle that a person should be subject to tax only to the extent that person has 
received the benefits and protections of a state. The 15-day limitation is measured by each day 
that a business assigns one or more employees in the state, uses the services of an exclusive 
agent in the state, or has certain property in the state. Compliance with and administration of this 
standard would be simple and strai^tforward. 

Qualitatively, H.R. 5267 provides that presence in a state to conduct limited or transient 
activities wll not be considered in determining whether a business has the requisite physical 
presence in the jurisdiction. This exception is designed to protect activities that are qualitatively 
de minimis. 


Wisconsin V. J.C. Penny Co., 311 U.S. 435 (1940). 

Although a business with a physical presence may not vote, it is deadly part of the jurisdiction’s local 
society and is able to have an impact on the govanmCTt’s policies and practices. 
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H.R. 5267 also provides that an out-of-state business will be considered to have a 
physical presence in a state if that business uses the services of an agent (excluding an employee) 
to perform services that establish or maintain the taxpayer’s market in that state, but only if the 
agent does not perform business services in the state for any other person during the tax year. 
The ownership relationship between fee out-of-state person and the in-state person is irrelevant 
for purposes of this provision, By limiting attribution of nexus only to situations involving 
market enhancing activities, H.R. 5267 not only more accurately reflects the economics of a 
transaction or business, but is also consistent with fee current state of the law.^^ 

2. Modernization of Public Law 86-272 

As mentioned earlier, the economy has undergone significant changes since Public Law 
86-272 was enacted in 1959. In addition to codifying fee physic^ presence nexus standard, H.R. 
5267 modernizes the longstanding protections of Public Law 86-272 to include all sales and 
transactions, not just sales of tangible personal property.^ These provisions update Public Law 
86-272 for the 21st century by recognizing fee shift in fee focus of the global economy from 
tangible goods to services and intangibles, such as intellectual property. 

H.R. 5267 also ensures that Public Law 86-272 covers all business activity taxes, not just 
net income taxes. This provision addresses the efforts of some aggressive states to avoid the 
restrictions on state taxing jurisdiction imposed by Public Law 86-272 by establishing taxes on 
business activity feat are measured by means other than the net income of the business. Two 
examples are the Ohio Commercial Activity Tax (“CAT’), which became effective July 1, 2005 
and imposes a tax based on gross receipts, and the Texas Margin Tax, effective for tax returns 
due on or after January 1, 2008, which imposes a tax based on “gross margin” (i.e., total 
revenues less either cost of goods sold or compensation). What is most distressing about this 
trend, is that some of these non-income based taxing schemes are specifically designed to 
circumvent the restrictions Congress intended when it enacted Public Law 86-272. For example, 
the New Jersey Corporation Business Tax was amended in 2002 to impose a gross profits/gross 
receipts tax; however, after June 2006, these “gross” taxes apply only to businesses protected by 
Public Law Z6-212. In other words. New Jersey has effectively circumvented the Congressional 
policy decision underlying the enactment of Public Law 86-272 by imposing a non-income tax 
only on those businesses that would otherwise be protected. While other states have not yet 
enacted such a targeted end-run around Public Law 86-272 as New Jersey, the enactment of the 


Attribution of physical presence for business activity tax purposes has been allowed in only one U.S. Supreme 
Court case where the in-state person performed market oihancement activities and only when those activities were 
conducted for a single out-of-state person. Tyler Pipe Industries Inc. v. Washington State Dep't o//?ev., 483 U.S. 
232 (1987). 

It is important to note that the business activity tox nexus provisions of H.R. 5267 and Public Law 86-272 
are two separate constraints on state taxation of interstate commerce and each law operates independently of the 
other. Thus, any activities protected by Public Law 86-272, as modernized by H.R. 5267, will not create a physical 
presence for that business, regardless of whether the protected activities occur in the taxing jurisdiction for more 
than 15 days. 
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Ohio CAT and Texas Margin Tax indicate that states are increasingly considering enacting non- 
income-based business activity taxes.^'* 

H.R. 5267 also provides that certain qualitatively de minimis activities will be treated in 
the same manner as mere solicitation, and therefore, will be protected by the modernized 
provisions of Public Law 86-272. Like solicitation, these activities are qualitatively de minimis 
relative to the benefits that protecting such activities offers to the American economy as a 
whole.^^ 


Under H.R. 5267, these protected activities include situations where the business is 
patronizing the local market (f.e., being a customer), rather than exploiting that market (many 
states have issued rulings, albeit inconsistent and ad hoc in nature, recognizing this principle). 
This specifically encompasses business activities directly related to a business’s potential or 
actual purchase of goods or services within the state if the final decision to purchase is made 
outside the state The principle underlying the protection of such activities is that the business, in 
its role as a consumer, is not directly generating any revenue in the state from these activities but, 
rather, is generating economic activity in the state and is contributing to the income and 
economic health of the in-state business (income upon which the in-state business will be taxed 
by the state). Indeed, from a policy perspective, it makes little sense to impose tax on out-of- 
state businesses that choose to use the services or purchase products from an in-state company. 
Doing so would create a disincentive for out-of-state businesses to patronize in-state businesses, 
thereby negatively impacting the local market and tax revenues. 

These protected activities also include mere information gathering. Under H.R. 5267, 
protected activities specifically include the furnishing of information to customers or affiliates, 
and the coverage of events or the gathering of other information in the state if the information is 
used or disseminated from a point outside of the state. The principle underlying the protection of 
such activities is that the mere furnishing of information is not market exploitation, and by 
protecting these activities, BATSA is protecting the free flow of information in interstate 
commerce. 

B. Comparison to Current Common La w 

The physical presence nexus standard in H.R. 5267 is consistent with the current state of 
the law. An out-of-state business must have nexus under both the Due Process Clause and the 
Commerce Clause before a state has the axrthority to impose tax on that business. The Supreme 
Court h^ determined that the Commerce Clause requires the existence of a “substantial nexus” 


Yet another example is the modified gross receqrts tax component of the recently enacted Michigan 
Business Tax, effective January 1, 2008. 

Even the OECD Model Tax Convention, which is a benchmark for the international jurisdictional standards 
for taxation, recognizes that certain activities should be disregarded. Organisation for Economic Co-operation and 
Development, Model Tax Convention on Income and on Coital, Articles 5, 7 (Jan. 28 2003) (“OECD Model Tax 
Convention’’)- 
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between the taxing state and the putative taxpayer, wliereas the Due Process Clause requires only 
a “minimum” connection. In Quill^ the Supreme Court determined that, in the context of a 
business collecting sales and use taxes from its customers, the substantial nexus requirement 
could be satisfied only by the taxpayer having a non de minimis physical presence in the state; 
the Court refrained from articulating the appropriate measure for business activity taxes.^^ This 
is because under the American legal systan, a court only has the authority and responsibility to 
address the case before it. The Supreme Court has not granted a writ of certiorari to a case that 
would permit it to address the business activity tax nexus issue. So what constitutes substantial 
nexus for business activity taxes?^’ 

Since the Supreme Court has not yet ruled on this issue, we must use clear logic and 
review what state courts and tribunals have recently decided. The answer is clear: if non-de 
minimis physical presence is the test for a mere collection and remission situation such as is the 
case for sales and use taxes, physical presence must be, at a bare minimum, the appropriate test 
for the imposition of direct taxes such as business activity taxes. Indeed, the standard for 
business activity taxes should, if anything, be higher than the standard for sales taxes for at least 
two reasons. First, a business activity tax is an actual direct tax, and not a mere obligation to 
collect tax fiom someone else, so if anything, the consequent greater economic burden should 
require a greater connection with the taxing state (as the Supreme Court seems to have 
recognizedl.^* Second, the risk of multiple taxation is higher for income taxes than for sales and 
use taxes." Sales and use taxes typically involve only two jurisdictions (the stale of origin and 
the state of destination). However, corporate business activities often create contacts with many 
states. Several of the state-level decisions on this issue have concluded that there is no 


“ Quill Corp. V. North Dakota, 504 U.S. 298 (1992). 

Opponents of a physical presence standard cite international Harvester, a 1 944 United States Supreme 
Court case, as support for their position that economic nexus is appropriate. See International Harvester Co. v. 
Wisconsin Dep'i of Taxation, 322 U.S. 435 (1944). Reliance on this case is simply not appropriate because to do so 
ignores over 60 years of subsequent jurispnidoice (e.g.. Complete Auto Transit Inc. v. Brady, 430 U.S. 274 (1977) 
and Quill). But even more fundamentally, die case involved a Ehie Process analysis and never considered the 
requirements of the Commerce Clause. In addition, when read in the proper context, it is clear that International 
Harvester does not endorse an economic jnesence standard for business activity taxes. In fact, International 
Harvester concerned the ability of Wisconsin to require a corporation with a physical presence in die state to 
withhold tax on dividends that it paid to its shareholders. Further, the imposition of liability on the corporation can 
be seen as merely a delayed income tax on foe physically present corporation. Clearly, this case is not to be relied 
upon to determine the appropriate nexus standard for business activity taxes. 

“As an original matter, it might have been possible to distinguish between jurisdiction to tax and 
Jurisdiction to compel collection of taxes as agent for foe State, but we have rejected that.” Quill Corp. v. North 
Dakota, 504 U.S, 298, 319 (U.S. 1992) (Scalia , }., concurrii^ in part and concurring in the judgment) (citing 
National Geographic Society v. California Bd. of Equalization, AitSXi.S. 551, 558 (1977); Scripto, Inc. v. Carson, 
362 U.S. 207, 211 (I960)). See also National Geogrtqthic Soc. v. California Bd. of Equalization, 430 U.S. 551, 558 
(1977) (“Other fairly apportioned, non-discriminatory direct taxes have also been sustained when the taxes have 
been shown to be fairly related to the services provided foe out-of-state seller by the taxing State. . . . The case for 
the validity of the imposition upon the out-of-state seller oijoying such services of a duty to collect a use tax is even 
stronger.” (citations omitted)). 

See, e.g.. National Geographic Soc. v. CalifomiaBd. of Equalization, 430 U.S. 551, 558 (U.S. 1977). 
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principled reason for there to be any Iowa* of a standard for business activity taxes than for sales 
and use taxes.^° Finally, the complexities, intricacies, and inconsistencies among business 
activity taxes easily overshadow the administrative difficulties related to sales and use tax.^' 

III. Other Considerations 
A. Federalism 

Contrary to the arguments of some opponents of clarifying the standards for state 
business activity taxes, considerations of federalism support passing this legislation. A 
fundamental aspect of American federalism is that Congress has the authority and responsibility 
to ensure that interstate commerce is not burdened by state actions (including taxation of such 
commerce)” The Founding Fathers, by discarding the Articles of Confederation and 
establishing a single national economy, intended for Congress to protect the free flow of 
commerce among the states against efforts by individual states to set up barriers to this trade. 
Congress itself has recognized this numerous times in the context of state taxation and has 
exercised its responsibilities repeatedly by enacting laws that limit the states’ authority to impose 
taxes that would unreasonably burden interstate commerce, Some critics argue that such 


This includes ,1. C. Penney National Bank v. Johnson, 1 9 S.W.3d 83 1 (Tenn. Ct. App, 1 999), cert, denied, 
531 U.S. 927 (2QQ0y, America Online V. Johnson,Uo. 97-3786-111, Tenn. Chancery Ct. (Mar. 13, 2001); Cerro 
Copper Prods., Inc., "No. F-94-444, 1995 Ala. Tax LEXIS 21 1 (Ala. Dep’t of Revenue Dec. 11, 1995), reh’g denied, 
1996 Ala. Tax LEXIS 17 (Ala Dep’t of Revenue Jan. 29, 1996) (But see Lanziv. State of Alabama Department of 
Revenue, Ala. Dep’t of Rev,, Admin. L. Div., No. INC. 02-721 (Sept. 26,2003)). 

See Gupta & Mills, Does Discoiformity In State Corporate Income Tax Systems Affect Compliance Cost 
Burdens?, 56 Nat’ 1 Tax J, 355 (June 2003) (discussing the compliance costs associated with state income taxes). 

” See, e.g., Federalism at Risk: A Report by the Muhistate Tax Commission, Multistate Tax Commission 
(June 2003); Respecting Federalism, Multislate Tax Commission Policy Statement 03-0 1 . 

” See, e.g., Diann L. Smith, Supreme Court Would Uphold P.L 86-272 (letter to the editors), 25 State Tax 
Notes 135 (July 8, 2002) (discussing the authority of Congress to regulate interstate commerce). 

A few examples include the Federal Aviation Act, which prohibits states and localities from levying a 
ticket tax, head chaige, or gross receipts tax cti individuals traveling by air, provides that airline employees may be 
taxed only in their state of residence and the state in which they perform at least fifty percent of their duties, allows 
only states in which an abcraft takes off or lands to tax the aircraft or an activity or service on the aircraft, and 
prohibits state “flyover” taxes); the Mobile Telecommunications Sourcing Act, which prohibits states from taxing 
mobile telecommunications service unless die state is the us»’s place of primary use of the service; the Amtrak 
Reauthorization Act of 1 997, which prohibits states from taxii^ Amtrak ticket sales or gross receipts; Public Law 
104-95, which prohibits states from taxing pension income unless die pensioner resides in that state; the ICC 
Termination Act of 1995, which prohibits states from taxing interstate bus tickets; the Miscellaneous Revenue Act 
of 1 98 1 , which prohibits states and localities from imposing property taxes on air carriers’ property at a higher rate 
than that which is imposed on other commercial or industrial propaty in the state; the Railroad Regulatory Reform 
and Revitalization Act of 1976 (the “4R Act”), which prohibits states from imposing differing taxes on railroad 
property; and the Soldiers and SailorsCivilRelief Act of 1940, which limits state taxation of members of the Armed 
Forces to the member’s state of residence, prohibiting different states in which the member may be stationed from 
also taxing that member. For a detailed list of instances where Congress has exercised its authority under the 
Commerce Clause, see Frank Shafroth, The Road Since Philadelphia, 30 State Tax Notes 155 (October 13, 2003). 
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measures are too restrictive and violate principles of federalism.^^ No one disagrees that tension 
exists between a state’s authority to tax and the authority of Congress to regulate interstate 
commerce. However, the very adoption of the Constitution was itself a backlash against the 
ability of states to impede commerce between the states; in adopting the Constitution, which 
expressly grants Congress the authority to regulate interstate commerce, the states relinquished a 
portion of their sovereignty.^^ Moreover, the Supreme Court has explicitly noted Congress’ role 
in the area of multistate taxation.^’ 

H.R. 5267 simply codifies the traditional jurisdictional standards for when a state or local 
government may impose a tax on a business engaged in interstate commerce; the bill does 
nothing to determine how a state may tax businesses that are properly subject to its taxing 
jurisdiction. A state remains free to determine what type of tax to impose, to determine how to 
apportion the income that is taxed in the state, to set the rate at which the chosen tax will be 
imposed, to determine whether or not to follow federal taxable income, to provide credits or 
deductions for certain types of expenses, and so on. H.R. 5267 merely confirms that the ability 
of states to tax is subject to constitutional limitations. Thus, H.R. 5267 strikes the correct 
balance between state autonomy/sovereignty and interstate commerce. 

B. Effect ON INTERNATIONAL Taxation and American Competitiveness 

Our country’s own history and the federal government’s position in the context of 
international taxation provide a strong reason to establish a physical presence nexus standard. 
Specifically, a physical presence nexus standard would promote consistency between 
international tax and state tax jurisdictional standards. 

For over 80 years, the United States, along with most other countries in the world, has 
adopted and implemented a so-called “permanent establishment” standard in its income tax 
treaties with foreign jurisdictions. This “permanent establishment” standard is derived from the 
Model Tax Convention of the Organisation for Economic Co-operation and Development 
(“OECD”), which reflects a multinational consensus on the international jurisdictional standards 
governing taxation.^® Specifically, the OECD Model Tax Convention aims to limit double 
taxation, i.e., situations in which a company is taxed both by the country in which the company 
is domiciled (“resident country”) and by a country that is the source of all or part of the 


See Federalism at Risk: A Report by the Multistate Tax Commission, Multistate Tax Commission (June 
2003); Respecting Federalism, Multisfate Tax Commission Policy Statement 03-01. 

See Adam D. Thierer, A Delicate Balance: Federalism, Interstate Commerce, and Economic Freedom in 
the Technological Age, The Heritage Foundation (1998) (citing Alexander Hamilton, Federalist No. 22). 

Barclay's BankPLC v. Franchise TaxBd of Cal., 512 U.S. 298 (1994); Quill Corp. v. North Dakota, 504 
U.S. 298 (1992). See also Eugene F. Conigan, Searching for the Truth, 26 State Tax Notes 677 (Dec. 9, 2002) (“No 
amount of state legislation of any kind can extend a state’s taxii^ jurisdiction beyond the limits set by the Supreme 
Court; and that Court has, for all practical purposes, washed its hands of the matter, deferring it to Congress.”). 

Jerome B. Libin & Timothy H. GS\\i^ It's a Small World After All: The Intersection of Tax Jurisdiction at 
International, National, and Subnational Levels, 38 Ga. L. Rev. 197, 204 (2003). 
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company’s income (“source country”)?^ Under the terms of the OECD Model Tax Convention, 
before a source country may impose a direct tax on a nonresident business’ commercial profits, 
the foreign taxpayer must have a “permanent establishment” in the source country, which is 
defined generally as a fixed place of business through which the business of an enterprise is 
wholly or partly carried on.'* In other words, the OECD Model Tax Convention employs a 
physical presence jurisdictional standard.'*' 

Although this “permanent establishment” standard has been in place for many decades, 
the OECD was recently charged with revisiting the concept in light of electronic commerce and 
the changing global economy. After careful consideration, the OECD maintained its firm 
reliance on physical presence.^^ Not only is H.R. 5267's physical presence nexus standard 
consistent conceptually with the OECD “permanent establishment” jurisdictional standard, but 
H.R. 5267’s physical presence standard accomplishes the same policy goals by providing a 
bright-line standard that is clear and equitable.'*^ If a more expansive jurisdictional standard is 
adopted for state tax purposes than that used by the federal government for international tax 
purposes, it would surely dampen foreign investment in the United States. 


Organisation for Economic Co-operation and Development, Model Tax Convention on Income and on Capitai, 
art. 7 (Jan. 28, 2003) (“OECD Model Tax Convention”), n. 1 . 

^ OECD Model Tax Convention, Articles 5, 7. 

See Libin & Gillis, supra note 39, at 204. 

The 2004 OECD working group approved additional language for Ae Commentary on the Convention on 
permanent estabiishments. The expanded Commentary on permanent establishments reads as follows: 

Indeed, the fact that a company’s own activities at a given location may provide an economic 
benefit to the business of another company does not mean that the latter company carries on its 
business through that location: clearly a company that merely purchases parts produced or services 
supplied by another company in a different countty would not have a permanent establishment 
because of that, even though it may benefit from the manufacturing of tiiese parts or the supplying 
of these services. 

Michael F. Mundaca, current Deputy Assistant SeCTetary for International Tax Affairs in the Treasury 
Department’s Office of Tax Policy, testified before the Senate Committee on Finance as to the effectiveness of this 
physical presence standard in the international context, and ^cifically stated that; 

[0]ur experiences in the international tax area, using the well-established PE [(i.e., permanent 
establishment)] concept, have demonstrated that a clear physical presence standard has created 
uniformity, predictability, and certainty. It has helped mitigate double taxation and prevent tax 
jurisdictional disputes. In addition, it has alleviated the administrative burden that would be 
imposed if taxpayer were forced to file and pay income tax in every jurisdiction in which they 
have customers or other sources of business income. Muttistate taxpayers, likewise, can benefit 
from a similarly clear consensus standard. 

Business Activity Tax SmpiificationActof2005: Hearing on H.R. 1956, “How Much Should Borders Matter? Tax 
Jurisdiction in the New Economy" Before the Senate Subcommittee on International Trade and Global 
Competitiveness of the Senate Finance Committee, 109tfa Cong. P006) (statement of Michael Mundaca, Partner, 
Ernst & Young). 
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Indeed, foreign businesses are often shocked to learn that while treaties may insulate 
them from federal taxation, state taxation can still be imposed. This factor, when combined with 
the ambiguity of current state tax nexus law and the aggressiveness of state tax administrators, 
has put a real damper on foreign investment. Even when a foreign business initially considers 
opening an active business in the United States and paying federal tax and slate tax where it 
locates its property and employees, the specter of having to pay tax to every jurisdiction where it 
merely has customers is quite intimidating. Addressing the problems of state tax imcertainty and 
the risk of litigation costs clearly has the potential to encourage additional foreign investment in 
the U.S., thus creating new jobs throughout the country. 

Further, if stales were to decouple from the physical presence standard used for 
international tax purposes, it could prompt protests or retaliation by foreign governments and/or 
foreign corporations. Alarmingly, some countries are already saying that they want to 
renegotiate their treaties with the United States so they can begin taxing every U.S. business that 
has a customer in their country, citing the efforts of U.S. state revenue departments as support. 
Indeed, an official in the Treasury Department's Office of Tax Policy, prior to assuming that role, 
voiced concerns as to the potential international ramifications of assertions of expansive tax 
jurisdiction by the states.^^ This would be disastrous for the American economy. Enactment of 
H.R. 5267, which includes a nexus standard that is analogous to that found in U.S. tax treaties, is 
essential for ensuring that the current international system of taxation remains intact. 

IV. Response to Opponents of H.R. 5267 

A. Effect O!^ State Revenues 

There is no basis for the assertion that H.R. 5267 could lead to any meaningful loss of 
state revenues, much less the large revenue loss that state tax officials and organizations assert.'*^ 
A comprehensive study of the 2005 version of H.R. 5267 projected that the nationwide revenue 


For example, Michael Mundaca, die current Deputy Assistant Secretary for International Tax Affairs in the 
Treasury Depatment’s Office of Tax Policy has stated that: 

[A]ssertions of expansive tax jurisdiction by tiie U.S. States could prompt not only protests or 
retaliation by foreign governments and corporations, but also wicourage foreign countries and 
international organizations to reevahiate the PE [(ie., pennanent establishment)] standard. 

Business Activity Tea Simplification Act of 2005: Hearing on H.R. 1956, “How Much Should Borders Matter? Tax 
Jurisdiction in the New Economy ” Before the Senate Subcommittee on International Trade and Global 
Competitiveness of the Senate Finance Committee, 109th Cong. (2006) (statement of Michael Mundaca). 

See Congressional Budget Office Cost Estimate: HR. 1956, Business Activity Tax Simplification Act of 
2005, Congressional Budget Office (reported to House Committee on Judiciary on June 28, 2006). Impact of H.R. 
1956 Business Activity Tax Simplification Act of 2005 On Staies,'blationa.] Governor’s Association (September 26, 
2005); Dolores W. Gregory, MTC Chief Names Top State Issues: SSTP, BAT Bills and Federal Tax Reform, 

1 79 DTK G-8 (2005). But see Response to the National Governors Association Estimates of the State and Local Tax 
Impact of H.R. 1956, Council on State Taxation (Oct 6, 2005), available at www.statetax.org (addressing the 
shortcomings in the NGA’s estimates of the revenue impact of H.R. 1956). 
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loss would be 0.8 percent of the total state and local business activity taxes covered by the bill 
and that the aggregate multi-state revenue loss would be less than one-tenth of one percent of all 
state and local taxes paid by businesses in 2005.''^ Although a study conducted by the 
Congressional Budget Office (“CBO”) of the 2005 version of H.R. 5267 asserts that revenue 
losses would be greater than that, the CBO’s study has been shown to be flawed in several 
respects.'*’ For example, the study fails to acknowledge that many states will not lose revenue 
due to passage of H.R. 5267 because many states do not currently impose income taxes on 
businesses lacking physical presence in the state.** 

B. Not A TaxShelter Vehicle 

H.R. 5267 neither encourages the use of abusive tax planning nor nullifies the ability of 
states to attack such shelters. Importantly, H.R. 5267 includes a specific provision ensuring that 
state governments retain all necessary weapons to fight what they perceive as inappropriate tax 
plaiming. Therefore, H.R. 5267 would have no effect on the ability of states to attack tax 
shelters using weapons such as the common law principles of economic substance, alter ego, and 
non-tax business purpose or statutory remedies such as combined reporting, I.R.C. § 482-type 
authority to make adjustments to properly reflect income, or similar provisions. 

V. Conclusion 

A physical presence nexus standard provides a clear test that is consistent with the 
principles of current law and sound tax policy*’ and that is consistent with Public Law 86-272, a 


Ernst & Young, Estimates of Impact of H.R. 1956 on State and Local Business Tax Collections (July 25, 

2006). 

Id. 

Indeed, statements by the fonner executive director of the Multistate Tax Commission confirm that 
physical presence is the current standard and, tiius, indicates that such estimates of revenue loss are overstated: 

It seems to me that the states need to face the reality that most of them are generally incapable of 
enforcing the “doing business” standard anyway; in almost all cases they really fall back on the 
physical presence test as a practical matter. To the extent diat they try to go beyond that test to 
reach out-of-state businesses for income tax jurisdiction purposes, they spend inordinate amounts 
of time and effort via bloated legal staffs that provide grounds for criticism of government in 
general - and with mixed success, at best. In short, it be that the states would be forgoing the 
collection of corporate income taxes that they do not and cannot collect anyway. 

Eugene F. Corrigan, Stales Should Consider Trade-Off on Remote-Sales Problem (letter to the editor), 27 State Tax 
Notes 523 (Feb. 10,2003). 

Professor Richard Pomp, who testified as a tax policy expert on behalf of the taxpayer in Lanco Inc. v. 
Director, Div. of Tax 'n, N.J. Tax Ct., No. 005329-97 (O^ 23, 2003), articulated “six principles of tax policy . . . 
as representing the values inherent in the commoce clause: desirability of a clear or “bright-line” test, consistency 
with settled expectations, reduction of litigation and promotion of interstate investment, non-discriminatory 
treatment of the service sector, avoidance of multiple taxation, and efficiency of administration,” Lanco Inc. v. 
Director, Div. ofTax'n, N.J, Tax Ct., No. 005329^7 at 15-16 (Oct 23, 2003). Professor Pomp concluded that a 

(continued..,) 
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time-tested and valid Congressional policy. Physical presence is also an accepted standard for 
determining nexus.^° And, a physical presence test for nexus is consistent with the established 
principle that a tax should not be imposed by a state unless that state provides meaningful 
benefits or protections to the taxpayer. H.R. 5267 provides simple and identifiable standards that 
will significantly minimize litigation by establishii^ clear rules for all states, thereby freeing 
scarce resources for more productive uses both in and out of government.^' 

Moreover, our country’s own history and the federal government’s position in the context 
of international taxation provide sufficient reason to avoid an economic nexus standard. If a 
foreign country tried to tax the profits of U.S. companies simply because the U.S. firms exported 
goods to that coimtry, the U.S. government and business community would be outraged. It is 
precisely for this reason that U.S. income tax treaties provide the nexus concept of “permanent 
establishment.” A physical presence standard places an appropriate limit on states gaining 
taxation powers over out-of-state firms and conforms to common sense notions of fair play. 

What the entire nexus issue boils down to is fairness. The bright-line physical presence 
nexus standard of H.R. 5267 provides the most fair and equitable standard. This is true primarily 
because businesses have a reasonable expectation of taxation only when they are the recipients of 
meaningful benefits and protections provided by the taxing juri^liciion. Additionally, businesses 
should only pay tax to those jurisdictions where they earn income. 

Unlike other state tax issues currently the subject to debate, at this time, there is no 
indication that the business activity tax nexus issue will be settled absent Congressional action, 
The comments herein only scratch the surface of why a physical presence nexus standard for 
business activity taxes and modernization of Public Law 8^272 is the right answer and why 
H.R. 5267 should therefore be enacted. But it is clear that H.R. 5267 warrants the full and 
enthusiastic support of the Subcommittee. H.R. 5267 will not cause any meaningful dislocations 
in any state’s revenue sources and will not encourage mass tax sheltering activities. Instead, its 
enactment will ensure that the U.S. bminess community, aid thus the American economy, are 
not unduly burdened by unfair attempts at taxation without representation. 


physical presence standard better advanced these prmciples than a standard based on economic nexus principles. Id. 
at 16. 

See, e.g., Quill Corp. v. North Dakota, 504 U.S. 298 (1992) md National Bellas Hess. Inc. v. Department 
of Revenue, 386 U.S, 753 (1967). 

While it is unrealistic that H.R. 5267 will end all controversies concerning the state tax business activity tax 
nexus, any statute that adds nationwide clarification obviously reduces the amount of controversy and litigation by 
narrowing the areas of dispute. For example, in the nearly fifty years since its enactment, Public Law 86-272 has 
generated relatively few cases, perhaps a score or two. On the other hand, areas outside its coverage have been 
litigated extensively and at great expense. 
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Sincerely, 



Arthur R. Rosen 

Counsel, Coalition for Rational and Fair Taxation 
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THE FInanqal Services Roundtable ^ 

Impacting Policy. Impocnng People. 

June 12, 2008 

The Honorable John Conyers, Jr. 

House Judiciary Commillee 
United Slates House of Representatives 
Washington. DC 20515 

Dear Chairman Conyers and Members of the Committee; 

The Financial Services Roundtable urges you to support H.R. 5267, ihe Business Activity 
Tax Simplification Act (BATSA). llie bill would establish a bright-line physical presence 
nexus standard for when a state can lax the business activity of out-of-state businesses. 

In 1992. the U.S. Supreme Court niled in Quilt Coro, v. North Dakota that a state may 
not require a non-resident seller to collect sales and use taxes unless that seller has a 
"physical presence" within the state. One of the governing principles of the Quill decision 
is fairness. Recently introduced by Representative Rick Boucher (D-VA) and Bob 
Goodlatte (R-VA), BATSA would not only ensure fairness, but also minimize costly 
litigation for taxpayers and state governments. 

H.R. 5267 would create a stable business environment encouraging businesses to make 
investments and expand interstate commerce. The legislation would define when 
companies should be obliged to pay business activity taxes to while preventing the 
arbitrary' state taxation of interstate commerce. 

The Financial Services Roundtable represents 100 of the largest integrated financial 
services companies providing banking, insurance, and investment products and services 
to the American consumer. Member companies participate through the Chief Executive 
Qfficer and other senior executives nominated by the CEQ. Roundtable member 
companies provide fuel for America's economic engine, accounting directly for S66. 1 
trillion in managed assets. Sl.l trillion in revenue, and 2.5 million jobs. 

Qn behalf of the Financial Services Roundtable. I ask for your support in passing H R. 
5267. ihe Business Aclivity Tax Simplification Act. We thank you for your attention to 
this important matter. 


Best regards. 



Steve Bartlett 
President and CEO 


1001 t1WNntVASIAA\1I..NXt' 
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lUL 302 V> 4323 
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Letter of Support by Mark B. Wieser 
Founder of Fischer & Wieser Specialty Foods, Inc. 

For passage of 

H. R. 5267, The Business Activity Tax Simplification Act of 2008 


Submitted to the United States House of Representatives 
House Judiciary Subcommittee on Commercial and Administrative Law 


Madam Chairwoman and Members of the Subcommittee, 1 was requested to 
submit our experience relating to the assessment of Business Activity Taxes by a state 
where our company has no physical presence. 1 also want to express my support for H R. 
5267, the Business Activity Tax Simplification Act of 2008, (BATSA) 

1 am the founder and chairman of the board of Fischer & Wieser Specialty Foods, 
Tnc. located in the small Texas county of Gillespie, that has produced two outstanding 
Americans; fleet Admiral Chester W, Niinitz, Commander-in-Chief of the Pacific Fleet 
during World War IT and President Lyndon B. Johnson. 

Our company was founded in 1969 as a roadside market, that 1 named das Peach 
Haus, to sell the area’s delicious and famous ‘‘Fredericksburg Peaches.” To supplement 
my market T had my mother make her home-made jams and jellies to sell and discovered, 
within a few years, that there was a growing market for home-made quality. In 1986, with 
a former student, Case D. Fischer, we incoiporated the business and began marketing 
jams, jellies, mustards, salsas, and sauces to the wholesale trade, to up-scale department 
chains and to gourmet stores under the Fischer & Wieser brand. 

To give ourselves exposure we began participating and attending area, state and 
national shows. In New York City, in 1997, we won the highest award given by the 
National Association of the Specialty Food Trade (NASFT) for our Original Roasted 
Raspberry Chipotle Sauce,™ that was and still is the best selling condiment in the 
United States. We were the first to introduce the chipotle pepper to the American palate. 


1 
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Today, Fischer & Wieser Specialty Foods, Inc. markets in all fifty states, 
throughout Mexico and to parts of Canada. We have also exported to Germany and 
Taiwan on occasions. We sell to all the major national food chains, including Costco, 
Sams, Kroger, Safeway and a host of regional, up-scale groceries. By 2005 Fischer & 
Wieser products had captured 2.7% of the national specialty marinade market of 
companies having more than ten million in annual sales. Today, we employ 
approximately seventy-five employees and are the largest privately-owned business in 
our small town. Our weekly payroll injects over forty thousand dollars into our local 
economy. 

Our introduction the Business Activity Tax Nexus issue was sudden and came as 
a complete surprise, I have to admit, I had never even heard of the issue until, last year, 
when the company received a letter from the State of Washington asking if we were 
selling products there. We completed a form which we thought was only a survey asking 
for a history of sales made to the state and returned it. Given that the company has never 
had a physical presence in Washington, we were quite shocked when we were assessed 
more than $15,000,00 in taxes and penalties for the last five years merely for selling to 
businesses located in that slate. 

We paid the taxes that were assessed, but appealed the decision and submitted 
numerous court cases that supported our case to the Washington revenue department. We 
are still awaiting a decision on our appeal. An attorney, familiar with the state of 
Washington’s interpretation of laws, however, has told us not to expect to win and for us 
to take the state to court and to hire an attorney would cost more than the amount of 
money we are asking to be returned. 

We based our appeal on PL 86-272 and after reviewing numerous court cases that 
have dealt with nexus issues. We felt confident that we should not be subject to 
Washington taxes. To support our appeal we submitted no fewer than three dozen 


2 
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examples of activities, none of which we performed, that would support the state’s claim 
of nexus. 

The only activity performed by Fischer & Wieser Specialty Foods, Tnc. in 
Washington was to send a single representative once annually to call upon a distributor 
based in the state. Tn all the cases we cited in our defense this single activity has been 
shown in case after case not sufficient to confer jurisdiction to assess state tax. The State 
of Washington’s representatives have, however, made it quite clear that in their 
estimation the sending of a representative into their state is sufficient for them to assert 
nexus because they claim that we have to send a representative into the state to support 
the sales or sales would suffer. This is nonsensical and simply not true. 

Additionally, Washington has made it quite clear that it considers its tax a 
Business and Occupation Tax and not a tax covered by PL 86-272. Specifically, the state 
says that PL 86-272 applies only to states that have enacted a “Nef’ income tax. Since 
the state of Washington has a “Gross” income tax their argument is that they are not 
subject to PL 86-272, This has become a game and one that ordinarily only courts can 
decide. However, we simply cannot afford to hire attorneys to force the state of 
Washington abide by the intent of PL 86-272, That is why we so strongly recommend 
enactment of the current version of BATSA. 

Incidentally, in our research we have discovered that the state of Washington is 
also of the opinion that it has the right to declare Nexus to our company if the driver of 
the common carrier hired by a Washington state customer does not have the authority 
from that buyer to inspect and the power to reject products the driver may deem 
questionable in quality. 

The state of Washington has also said that they have the rights to inspect our 
books and that we are required to keep accurate records of all shipments sent into the 
state. While we have employed an independent outside audit of our books for more than 
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a decade we simply cannot afford the additional expense to keep separate books for every 
state that claims Nexus. 

Additionally, our largest customers in the state of Washington is the regional 
headquarters for the northwestern division of Costco, which acts as regional buyer and 
sends many pallets directly to its club stores located in the states of Oregon, Idaho, 
Montana, Alaska and Hawaii without first bringing them into the state of Washington. 
We have no way of knowing for what areas in that multi-state region Costco has placed 
our products. Consequently, we very likely paid Washington tax on products that were 
never actually sent to that state. 

Beginning with the first of this year, in an effort to avoid a claim of tax due to 
Washington for 2008, we have ordered our sales staff not to enter the state of Washington 
and to make no sales call to entities in that state other than by telephone or email. 

All that Fischer & Wieser Specialty foods, Inc. is asking is for Congress to enact 
BATSA, a bill that will clearly spell out what will establish state tax Nexus and free 
small businesses from uncertainty, unnecessary costs and unnecessary individual state 
regulations. 

Fortunately, the slate of Washington is the only state that has actively sought to 
tax us; however, we realistically face similar taxes from all other states if BATSA is not 
passed. We simply, cannot afford to continue to operate if we are not protected from 
arbitrary interpretations of tax nexus by the various states. 

T can assure you, if Fischer & Wieser Specialty Foods, Inc. had offices or 
employees in any slate, other than Texas and operated there as citizens of that state, or 
enjoyed the incentives and benefits provided by the legislatures of any other state, or 
required the assistance of any other state, or advertised offices elsewhere, or did any 
number of other things necessary to establishing a business in another state, we would 
willingly and undersiandingly pay our fair share of taxes due that state. But, for a 
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business to be subject to income-based tax based on a whim of interpretation is simply 
not in the best interest of contributing to the economic successes of this nation. 

Incidentally, that we are being taxed for doing business with Washington state 
residents seems very ironic to us as we are the largest consumer of raspberries in the state 
of Texas and purchase annually many truckloads of raspberries grown by producers in 
the state of Washington. 


Sincerely, 


MarkB, Wieser, Chairman 

Fischer & Wieser Specialty Foods, Inc. 

.^!wwjelly,,,com. 

411 South Lincoln Street 
Fredericksburg, Texas 78624 
mark.wieser@iellv,com 
830-997-7194 ex 230 
fax 830-997-0455 


5 



148 


Testimony of Ivan Petrie, Vice-President 
Hope Trucking, Inc. 

15180 Copeland Way; Spring Hill, FL 34604-8130 
Phone: 352-797-4906 

IN SUPPORT OF H.R. 5267 
On the Nexus Issue of a State's Jurisdiction to Tax 
a Business' Activity in Interstate Commerce 

Before the 

The Honorable Linda T. Sanchez, Chairwoman 
United States House of Representatives 
Committee on the Judiciary 
Subcommittee on Commercial and Administrative Law 

June 24, 2008 

Madam Chairwoman and members of the Committee. Thank you for the opportunity of 
allowing me to provide testimony in support of a matter of great importance to the business 
community the "Business Activity Tax Simplification Act" (BATSA) of 2008, H.R. 5267, 
introduced by Reps. Rick Boucher (D-VA) and Bob Goodlatte (R-VA), together with a number 
of additional co-sponsors, 

I. Introduction 

My name is Ivan Petrie, and I am the Vice-President of Hope Trucking, Inc., a small, family- 
owned and operated company, with annual revenues of approximately 250,000, physically 
located only in Spring Hill, Florida. We were assessed taxes by the State of New Jersey, 
Kansas, Arkansas, and others where we have no physical presence, and we want Congress to 
stop unlawful state attempts to burden interstate commerce by enacting BATSA, Since FY 
2004 we've taken very heavy business losses as well as unjust taxation in Interstate 
Commerce when traveling from state to state when we had no physical presence or nexus^ 
with states in other jurisdictions. Ravenous taxation has given too much credence to allegedly 
"objective" ideas about taxation. 

• Why are we testifying 

We are speaking up because thousands of small businesses throughout the United States are 
totally unaware of these potential risks of abuse in the taxation process. Over the past three 
years we have had conversations with many people across the Country that have shown to us 
that such abuses are far more common than is generally recognized or reported. 

As you know, without strong Federal legislation, all of these small businesses will soon be 
unable to participate freely in Interstate Commerce without fear of taxation reprisals, 
regardless of the rhetoric being expounded by some individuals on behalf of the Streamlined 
Sales Tax Governing Board claiming that states will experience an ever-accelerating loss in 
their sales tax bases. You cannot lose that which you do not possess. That tax argument is 
clearly misleading. 


’ In 1992, the U S Supreme Court held in Quill Corporation v. North Dakota that the US Constitution requires a bright 
line physical presence rule forth© imposition of a use tax collection. However, many state tax experts and scholars 
believe that the Quill standard applies to all types of state taxes, not just the use tax 
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We urge the Congress' support for a bill that will clarify a reasonable physical presence 
standard that must be applied when determining nexus for Interstate activity within a state. 
Our past experience clearly shows what happens when an unclear standard leaves the 
smallest avenue open to misinterpretation, and an abuse by greedy states that seek taxable 
revenues and congressional complicity in this effort for the express purpose of expanding the 
improper jurisdictional reach of state tax systems. This legislation seeks to ensure uniformity 
versus the crazy quilt of existing state and local sales and use tax laws. This Congress should 
work together to standardize the administration of these numerous state tax laws. 

Today, states face a new threat to the tax revenues they collect. It is they the states 
themselves. Sadly they have failed to recognize that they have been a key part of the overall 
problem and refuse to accept the fact that it is their problem to solve without being overly 
greedy. Many states have been overspending and have placed no self-controls to simplify 
their aggressive and abusive taxation methods for the 21st Century. The potential abuse of an 
open checkbook Is dramatically clear that these states will continue to overspend and return 
nothing back to its customers. If there are any, they are a very few of them. 

II. Background. 

As a small business we incur substantial costs in order to meet our obligations. This expense 
results in various costly payments in our efforts to comply with state laws, especially in 
dealing with all of the other states. We find that these numerous state interpretations of the 
business activity taxes are very difficult and troublesome. I would hope that members of this 
Committee would question whether forsaking long-standing constitutional standards Is the 
proper response to the greatly exaggerated, and largely self-correcting problem of lost use tax 
revenue claimed by state tax officials. 

Congress clearly knows that taxation without representation is a basic American principle, It 
is also very clear that this burden falls the heaviest on small businesses that do not have the 
resources to contest these ill-founded taxes. Congress has a constitutional responsibility to 
ensure that interstate commerce is not harmed by unfair or burdensome taxation. We 
commend Congressmen Boucher and Goodlatte for introducing this important legislation, and 
urge other members to give it their bipartisan support. 

Without strong Federal legislation, small businesses will soon be unable to participate freely in 
Interstate Commerce without fear of taxation reprisals, such as the "centralized, one-stop, 
multistate registration system that a business may elect to use to register with the Member 
States." The small business entrepreneur will be like many other citizens, homeless. We are 
speaking up because thousands of small businesses are totally unaware of the potential risks 
of abuse in the taxation process. In fact, it is this inherent tension between the insistence of 
states on maintaining sovereignty, pitted against the desire to expand their taxing jurisdiction 
that makes the state tax reform competitor, H.R. 3396, fatally flawed and doomed to fail in 
achieving real simplification and uniformity in state and local sales and use tax systems. 

The U.S. Supreme Court and the Congress have decided that the states may not unduly 
burden companies that have no physical presence in a state with "business activity taxes." 


-2- 
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However, many states are being creative in their new legislation and their courts are rubber- 
stamping the same to bring added taxable revenues to the state's coffers by oversimplifying 
decisions and stating that because our society has changed so drastically over the past 40 
years the framers original thinking was therefore not in conformity with today's taxation woes. 

However, of necessity, federalism restricts the ability of a state (or locality) to export its tax 
system across state borders. To permit each state to visit its unique tax system on businesses 
that have no nexus with the taxing state would be chaotic on both tax administration and 
compliance (involving fifty state governments, and more than 7,500 local taxing districts, 
imposing their vastly different tax regimes on businesses in each of the forty— nine other 
states). Moreover, out— of— state companies would have no way of influencing the very state 
tax systems that are newly imposed on them. In the most real sense, allowing the expansion 
of tax authority beyond state borders is "taxation without representation," 

III. The Problem - Bureaucratic Arbitrariness 

The U.S. Constitution — and the Commerce Clause in particular — have been the guardians of 
this nation's open market economy. The central purpose of the Commerce Clause is to prevent 
states from suppressing the free flow of interstate commerce by the mere imposition of taxes, 
duties, tariffs, and other levies as it clearly becoming. Indeed, more than two centuries before 
the establishment of the European Union, the Framers of the United States Constitution 
created a common market on this continent through the Commerce Clause, and their foresight 
has powered the greatest economic engine mankind has ever known. 

Despite the U.S. Supreme Court's decisions and Congress' efforts to fix this issue many states 
continue their uncompromising attempts to tax companies by constantly 'twicking' legislation 
regardless of the lack of physical presence. States have enacted and imposed gross receipts 
taxes, net worth taxes, and fixed dollar minimum taxes on out of state companies under the 
theory that RL. 86-272 bars only imposition of the net income tax. As a result, many 
businesses are struggling with multi-state tax compliance In the face of very conflicting and 
confusing guidance. This situation needs to be clarified and BATSA seeks to do just that. 

Interstate traffic today is more the rule than the exception, not only for large corporations, but 
small and medium sized enterprises as well. The current state of confusing and arbitrary 
taxation of small and large multi-state companies that traverse across state lines only serves 
to chill interstate commerce. We believe the BATSA language will help to eliminate the current 
confusion of going after Interstate Commerce traffic and the need for companies to engage in 
prolonged and costly litigation as one way to improve such tax enforcement discrepancies. 
BATSA will not diminish the states ability to collect a legally due tax revenue. The pundits tax 
arguments are clearly misleading. Just as we know that people can sometimes be misled by 
false prophets. 

V. Recent Taxation Nexus Experiences 

In the past several years we have experienced several prime examples of arbitrary, capricious, 
and confusing application of several states tax laws in violation of the Interstate Commerce 
clause. These examples are not a gross exception or exaggeration. In fact, they illustrate a 
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larger problem that Is faced by small and large businesses across the country. 

For example: On June 21, 2005, our company sent a truck and driver to New Jersey to pick up 
some empty drum barrels for delivery to Baltimore, Maryland. While traveling on an interstate 
highway in New Jersey our driver, along with numerous other trucking firms, was ambushed at 
a weighing station in what amounted to a sting operation conducted by the New Jersey 
Division of Taxation. 

The tax collection agent that stopped our truck stated that we had not complied with rule H 
902 of the Guidebook to New Jersey Taxes, Corporations Subject to Tax. He further stated 
that New Jersey had no obligation to provide any notice or legal documentation regarding our 
non-compliance with New Jersey’s tax law, and that it was our responsibility to know New 
Jersey's legal requirements when traveling within the state. 

The agent held our truck and its driver for several hours, and demanded that, in order to 
release the truck, Hope Trucking had to wire $2,200 in cash immediately to the New Jersey 
Division of Taxation, The agent claimed that he had the right to hold the truck and its contents 
indefinitely because we had failed to properly file with the state of New Jersey under its 
governing guidelines as a foreign corporation. After reading the warrant, which was faxed to 
us, we found the language to be vague and meaningless. 

The "Arbitrary Warrant of Execution" listed the assessment under "Corporation Business Tax, 
N.J.S.A. 54:10A-1, et.seq.. It showed taxes were owed for years 2004 and 2005 at $1,000.00 
per year, for a total of $2,200.00, with interest and penalty. Before our truck could leave New 
Jersey we were required to "immediately" pay the "taxes due" on the spot or the truck would 
be impounded to pay for the taxes levied. 

I informed the New Jersey agent that his claim was unfounded and explained that we had no 
ties to New Jersey, and no physical operations in the State. The agent refused to accept this 
explanation, 

Our truck and its driver were finally released after we wired a $2,200 cash payment to the 
New Jersey Division of Taxation and it was verified as received. We subsequently appealed 
this aggressive, incorrect, and improper application of the law to the New Jersey State tax 
director. However, this action was totally ignored. We then appealed the improper taxation to 
the New Jersey Tax Court. Three years later, we are still before the Tax Court waiting for a 
Hearing and a refund of the improper taxes we were forced to pay. 

We have also faced similar tax assessments in Arkansas, Kansas^, and New York asserting 
nexus to the vehicles as property when driven within their jurisdictions. 

VL Conclusion 

Our experience is not unique; it is shared by countless businesses, large and small. Many 
small companies do not have the ability to make an immediate wire transfer of funds much. 


" K.S.A. 79-6a04 states that a "tax situs" exists for purposes of such valuation, assessment, and taxation, the taxable situs of the 
over-the-road vehicles and other rolling equipment within the state of Kansas whether owned, used or operated by a motor oarrier 
who is a non-resident of Kansas and ir'esceot-ve of whsinef such morof cari-jei ;■« corriio ch jfl.p'S!13_9S.5r.:?.?hni‘4:iv2 
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much less to demand fair treatment from aggressive and abusive states. We believe that 
BATSA will help clarify the physical presence nexus standard embodied in Public Law 86-272. 

Moreover, non-residents of a state are the real victims in Interstate Commerce as they are 
deprived of the opportunity to exert political pressure upon another state's legislature in order 
to obtain a change in policy. 

It is clearly apparent that the current standards improperly imposed by some states on a 
simple drive through a state by motor carriers is violative of the Commerce Clause and the 
Due Process Clause, especially when no nexus to that state or any business enterprises exists. 
Abandoning constitutional ideals in favor of short-sighted efforts by some avaricious states to 
increase state tax revenues could undermine America's ideals in this crucial, but still fledgling, 
economy. The vitality to prosper should not be curbed by federal legislation that saddles small 
businesses with the burdens of disparate state tax laws whose authority wants to be extended 
far beyond its traditional jurisdictional borders. 

With record high energy prices threatening the nation's overall economy, it is certainly now 
not the time for Congress to abandon the original intent of the Commerce Clause, but to 
reinforce it from being abused and mis-interpreted. Moreover, a debate over the wisdom of a 
federal law to expand state and federal tax jurisdiction cannot be divorced from consideration 
of the overall impact such legislation would have on the competitiveness of American 
companies. Not only that, but forcing more new tax collection obligations on small businesses 
would have the undesirable (and undoubtedly unintended) effect of advantaging their foreign 
competitors, on whom state and local tax collection obligations could never be effectively 
imposed. 

Congress should be skeptical of arguments that the Commerce Clause Is outdated and Its 
restriction on a state's taxing authority is nothing more than a constitutional loophole. We 
understand that states have a great amount of leeway In the area of taxation. However, this 
does not mean that there are no boundaries to the permissible area of a state's legislative 
activity. There are. And none is more certain than the prohibition against attempts on the part 
of any single state to isolate itself from the difficulties that are common to all of them by 
restraining the transportation of persons and property across its borders to impose its taxes. 

We urge your support and prompt passage of this bill on behalf of the thousands of small 
business owners nationwide whose economic futures demand clarity for the continued strength 
and growth of our National economy. 

This is sound public policy and we urge its long overdue passage. 

Respectfully yours. 


Iva'"n Petrie’ 

Retired 


’ Mr. Petrie has a BS Degree tr Business Administration. An Honor and Distinguished Military Graduate of the Reserve 
Officers Training Corps , with numerous Distinguished Service Awards and Letters of Commendation 
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June 24, 2008 


i'lie Honorable Unda Sanchez 
U.S. House ofRej'oresentatiYes 
House Committee on the Judiciary 

Chairwoman, Subcommittee on Commercial and Administrative Law 
362 Ford House Office Building 
Washington, DC 20515 

The Honorable Cliris Caiuion 
U.S. House of Representatives 
House CornTTiiUcc on the Judiciaiy 

Ranking Member, Subcommittee on Commercial and Administrative Law 
362 Ford House OHlcc Building 
Washington, DC 205 1 5 

Re; Business Activity Tax Simplification Act (H.R. 5267) 

Dear Chairwoman Sdnehez and Ranking Member Cannon: 

The Inieniational Franchise Association (IF A) would like to express strong 
support for the BusinBs.s Activity Tax Simplification Act (“BATSA") (lI.R. 
5267). BATSA would answer the need for a tair, dear and uni lorm nexus 
standard for the imposition of business activity taxes by states and localities. 


U'7i.o we are: 

The International Franchise Association, the world’s oldest and laigest 
organization rejTresenting franchising, is the preeminent voice and 
acknowledged leader for the industry worldwide. Approaching a half-century 
of service with a growing membership of more than 1,300 franchise systems, 
10.000-plus franchisees anti more than 500 firms that supply goods and services 
to the industry, IFA protects, enhances and promotes franchising by advancing 
the values of integrity, respect, trust, commitment to excellence, honesty and 
diversity. According lo a 2008 study by FricewaterhouseCoopers, there are 
more tlian 900,000 franchise establishments in the U.S. that are responsible for 
creating 21 million American jobs and generating an amiual economic output of 
$2.3 trillion. TTie great majority of the approximately 2,500 franchisors 
operating in the U.S. arc small businesses, with fewer than 50 franchised 
outlets. 


15D1 K street. N.W. Suite 350 Washinglon, DC 20005 

Telephone: 202/628-8000 liix: 202,<628-0812 E^ltei: ilaetranchise org Internet: www.fraichise.org 
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l-Vhy the Franchise Industry Supports BATSA: 

Enactment of BATSA is important to the franchise industry because of the business 
relationship between a franchisor and its franchisees. Central to that relationship is a 
shared trade identity. That shared trade identity is established and maintained hy the 
franchisor’s license of its trademark, trade dress and other intellectual property {i.e., 
intangible properly) to each of its francliisees. Thus, each of the hundreds of thousands 
of franchise relationships that exist in the U.S. involves a license of intangible property. 
The great majority of those licenses cross state lines. 

Most francliisors own no properly in the state in which tlteir franchisees operate, do not 
maintain offices there and employ no residents of those states. A franchisor’s employees 
may make occasional visits to its franchisee’s place of business to assist the franchisee in 
opening liis business and to inspect the franchisee’s pcrfonnance and furnish training 
advice and guidance, but tlic duration of such visits normally is limited to a few hours or 
days. The services that a franchisor fiimishes to its franchisees, and communication 
among a franchisor and its franchisees, aie implemented almost entirely at the 
franchisor’s principal offices and through interstate communications media, Most 
franchisors do not rely on the stales of their franchisees’ domicile for any services and 
impose no costs on those states. 

The franchise relationship evolved over the last half century with the understanding Lhui 
the franchisor is not subject to state income taxes (other than those imposed by the 
franchisor’s domicile state) on the royalty income paid to the franchisor by franchisees 
located in a different state. Prior to the late 1980s, with rare exception, the states did not 
seek to tax such income, unless the franchisor clearly established a traditional nc.>tus by 
owning or leasing real estate, operating its own outlets, or maintaining an office or 
employees in the taxing state. 

Recently, however, some state revenue depanments have argued that the mere presence 
of intangible property in their Jurisdiction satisfies the ‘'substantial nexus” requirement 
under the Commerce Clause for the imposition of state income and related business 
activity taxes. Such arguments radically expand the classe.s ofpersons, relationships and 
transactions potentially subject to state income taxation. 

To illustrate this point Mr. Stephen Joost, Chief Financial Officer oflnrehouse Subs, 
Jacksonville, Florida, testified on February 14 of this year before the House Small 
Business Committee. Acconling to Mr. Joost, “The way slates are imposing burdensome 
rules, and changing them every year — first it is an unfair tax on intellectual properly and 
secondly it has created a subsidy for law'yers and accountants.” Added Mr. Joost, “ I'he 
fact that I merely step foot in a state creates a taxing event is incredulous.” 
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lliuslraling Ihe aggressive and arbitrary nature of state nexus audits on franchise 
companies. Mr. Joost’s own testimony before Congress has been referenced in ongoing 

lax disputes witli state departments of revenue. For that reason, many members of the 
IFA are hesitant to share their stories publicly for fear of further retribution. By way of 
example, the (bllowi tig situation was provided anonymously by an IFA member 
headquartered in a Western U.S. state: 

franchisor Company, Inc. ("FCl”) is a fi'anchise company headquartered 
in State A. FCl files and pay taxes in State A, as this is where they have a 
material physical presence. They maintain no other offices and their only 
“physical presence” in other .states relates to short training and visits with 
franchisees in other states. Ove}‘ the past 5-6 years four regionally varied .states 
have conlucied FCL and as a result of “economic benefit/presence ” they have 
required FCl to file, and report in their states. This practice always begins with a 
self nexus audit. 

Ch’er the years FCl has spent over $50,000 on accountants, consultants and other 
costs in reviewing these states ' claims of nexus as well as trying to support their 
objections in light of no material physical presence in these states. FCl has also 
paid over $100, 000 in back amounts to settle with these states for periods prior lo 
their contact with the respective state revenue departments. 

As a result, FCl has considered eUminating omite trainings, franchisee meetings, 
and other support activity that benefits franchisees, truly the core of Ike concept 
of franchising. Ultimately. FCl chose lu settle as the states offer no due process 
or appeals process and the costs to litigate this issue against a .state f unrealistic 
for a small franchise company. 

The issue has enormous implications for the many Ihotusands ol busincsses engaged in 
interstate franchi.sing and licensing of intangible property, a rapidly expanding part of the 
American economy. If permitted, such assessments would subject licensors of intangible 
property in interstate commerce to income taxation by every'’ state in which goods or 
services exploiting the licensed intangible property arc sold. If a tax retuni is not filed, 
no statLile of limitations will limit the i?eriod for which taxes, interest and penalties may 
be due. 

Such a result would represent a radical departure from the historical undersLanding of the 
reach of taxing authority and a signiiicanl increase in the tax liability and burden of 
compliance of thousands of American small businesses. Unless addressed, the 
continuing unceriainty with respect to such issues will impose high costs on companies 
forced to operate in an environment in which their state tax liabilities are imclear. 
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Conclusion: 

As you can see from the examples provided, which are indicative of many IFA member 
companies, the franchising business model is at risk if aggressive nexus audits continue 
to threaten the ongoing relationship between franchisors and franchisees. WTiile the two 
arc separate entities, the steps necessary to maintain the shared brand do not consiilule a 
presence in every state w'hen that brand appears. The cost associated with compliance 
and preparation of the returns is a major financial burden for smaller franchisors and in 
many cases eclipses the taxes being paid. 

If every state w here a franchisor has granted fi'anchises may tax its income attributable to 
that state, franchisors will he subject to costly compliance Wdens and overlapping taxes, 
llius. enactment of BATSA is critical for thousands of businesses, including franchising 
companies, their franchisees and other licensors and licensees of intangible properly 
across state lines. 

Thank you for considering this written testimony. 
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(Ihainvonun Undi S;inchc7. 

K:inking Member C^hris Cinnun 
United States I louse of Representatives 
I louse Committee on tJtc Judician- 
(xmimcrcial and Administrative Ijw Sulwommirtce 
Washington, DC 20S15*38<H 

Re: Support for H.R. 5267 

Business Acmity Tax Simplification Act (BATSA) 

Di-ar (^h;uiwom;in Sanchca ;ind Rcpresenfctnvc Cmnon: 

On beltilf of the NLiss^ichusetts Nbirinc 'I'nidcs Association and the 27,4HH) men and women employed 
by the recrcatioinaJ marine industry in the (^mmonwealtli, I write to uige your support for and co- 
sponsorship of 1 1.R. >267, the Business Acti\'ity SimpliAcation Act, as means to establishing a bnjiju 
line of jurisdictional clarity in the imposition of l>usiiu;ss activity t4L\cs n.irionwide. l-lnactmcnt of the 
bill IS necessary to restore order to the states' airrcnt “Wild, Wild West” apprtxich m applying nclwlous 
economic nexus st4kndards, resultn^ in severe economic conseifucnces for .Nbissachusetts liusinesses. 

Business-owning citi/arns of the Commonwealth have Inren “held up” by other states and compelled ti> 
pay tax asscssmtitts based on “economic nexus” theories riiat arc teg.illy shaky at best. P4iyment of 
such assessments were iMScd not on .icquiesccnce to the econcmtic nexus standard ;ts$erted, but rather 
on a r.itional business decision th.it die cost to fight the tix ;isscssment, including interest, fines ;ind 
corresponding legal expenses, exceeded the amount assessed. Siidly, there arc many .\lass;Khusctts 
business owners w’ho arc t(x> scared to spe.ik out on this topic tor fc4ir that other states will go after 
them based on the same renegade economic nexus claims. 

‘Ihe iiLirinc industry in .M;issachusctts is cxpcnencing firsthand the negative effects of the current 
economic climate. We appreciate thiit the states have Iwen simibriy atTected. Nonetheless, it is 
economioilly counterproductive for a sbitc to ;isscrt vague and unconstitutional nexus snmdards in an 
effort to address its economic problems. To do so r>n die backs of small businesses, which can ill 
afford the regulatory’, compliance or defense costs, is disproportionately unfair. In fact, if businesses 
are forced to engige accountants and lawyers to inveshgite, advise or defend against such claims 
and/or pay such unwaminted t:ix assessments, their overall profits will decline and the businesses’ 
grovk'th will slow or stop entirely. .-\s corporate profits decline the home states of affected comp^uiies — 
the ones in which they do have a physical presence and which provides them with the benefits of 
services ;ind protections for which those companies rightfully pay tax will receive less revenue because 
the overall corporate profit pic has been reduced. The bottom line is that application of overreaching 
nexus standards by oriicr states on Xbissachusctts Imsincsscs is taking money away from the 
Commomvcilth. 


Massachusetts 
Marine Trades 
Association 

a#- 


MMr.A.Te»t«n<M.rJnU*as\BATSA. aDOi.OS^^J.ITNALItor 
t*V loO 


NbuerhiMMU .SItim Tndn AMonabon 
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TTere are some illustrations: 

1) llie State of iMaine imposed -a business -activity tax on a Bo-at Builder headqirirtered outside of and 
v\ith no phy sical [presence in Maine. M-aine -asserted that nexus h-ad been established simftly and only 
because the Boat Builder paid a warranty claim to its authorized dealer within the State of. 'i'he 
Authorized Dealer in IMaine pays corporate income tax to Al-aine and collects and remits applicable 
sales tax on all retail s-alcs of Boat Builder products it sells. 

2) The State of Washington imposed business activity' tax on a Boat Builder headquartered outside of 
and with no physical presence in Washington. Washington cited economic nexus due to: a) 
Alemhership m a state marine trade association, and b) the Boat Builders’ occasional (fewer than .5 davs 
-annually) staff visits to the in-state dealer. Because the Boat Builder paid a few hundred dollars to 
support a state trade -association (for boat shcjw e:diibition discounts) and periodically sent a sales 
representative into the state to check on the dealer’s product presentation. Washington State found 
groutids for -a tax assessment on tJic Bo-at Builder. 

3) The State of New Jersey imposed a “jeopardy -assessment tax’’ on a Boar Builder hc-adquartcred 
outside of -and with no physical presence in New Jersey -and further threatened to impound -a truckload 
of boats passing through its borders en route to Massachusetts if the tax was not paid in full by wire 
transfer within -a few hours. In this case, the goods bound for a Massachusetts dealer and its customers 
w’’ere effectively held hostage while New Jersey sought to determine IF the Boat Builder had any nexus 
to N'J and wdiat the scope of that activity was. Kew Jersey asserted that simply having a dealer in that 
state (to whom the Boat Builder sold wliolcsalc) was sufficient for the state to cl-,iim economic nexus to 
the Boat Builder, New Jersey assessed and demanded immediate payment of $46,200 in back taxes. 
Held up at the New Jersey border, the Boat Builder liad to choose between delaying delivery to a 
M-ass-achusetts dealer, -and expending time and legal fees to object, or paying the “ransom” exacted by 
New Jersey. Without enough time or money to engage in the argument, and tearing a loss of revenue 
and customers in Massachusetts, the Boat Builder paid the “toll” and the truckload of product was 
allowed to proceed To its intended destination in Massachusetts. 

4) State Y initially assessed a small Massachusetts business 1f.^6,228 for seven years retroactive business 
activity tixes it reasoned were tluc simply because the Alassacliusetfs business had an independent agent 
situated within State Y who rcprcscnfcd their product to retailers. After 300 hours of arguing the 
matter (time that the small business owner could have spent on his business) and pa^Tienf of $12,000 in 
legal and advisory fees, the: parties agreed to a negoti-ated settlement. 

Utilizing economic nexus standards to generate revenue from out-of-state businesses might seem like -a 
logicvol solution TO the economic problems faced by c-ash strapped states. Howc\cr, in addition to 
running afoul of the U.S. Constitution’s Commerce Clause by unduly burdening mterstate trade, such 
approach mentably will sink smaller businesses and, along with them, a significant engine of the 
American economy. 

i'ailurc to act eivact the Business Activity' Tax Simplification Act will compound and cxaccrbvttc the 
negative effects already permeating the business community -as -a result of ovcr-rcaching tax autliorities 
including: 

• Creanng a business climate that is unfair, inconsistent, and unpredictable; 

• Increasing business compliance costs which wnll inevitably be passed on to consumers: 

\rMTA_T.-5Mnr'ny_Hrl_526"_n.'.TSA_2i:08_C'6_24_mN.Ar..Dtx: Mass-irhiis.m Mam. Trj M n. nifi 



159 


• TTindenng vippetite for business expansion due to lack of certainty ot tax implication: 

• Risking business viability due to burdens of duplicative over-taxation; 

• Imperiling continued development of electronic commerce; 

• ihreatening the revenue collections of states that fully comply with constitutioiivtl nexus 
requirements; 

• i hwarting the intent of accounting reporting mles for publicly traded cotnp-anies; 

• Insuring -a chilling effect on the national economy by causing tax burdens, complivince costs, 
litigation and uncertainty to escalate -as companies doing business across state lines reassess the 
value of doing so when measured alongside the costs of doing so in an uncertain, inconsistent 
regulatory environment. 

\<)ur support of ILR. .S267 will not permit businesses with a physical presence in a state to pav one 
dime less in t-ixes lawfully assessed or due. Your support will insure tliar 1) no state may impose 
business activity' tix on any enrit\' that lacks a physical presence in that state. 2) Public Law 86-272 is 
naodcrruiicd to better reflect today’s commerce by applying equally to riic solicitation of sales of 
intangible goods, and 3) businesses will continue to p-ay full -and fair taxes to those states in which they 
have a physical presence and whicli provide the businesses with the benefits and protections afforded 
to its corporate citizens. 

The Massachusetts Marine Trades -3ssociation thanks you for liokling a hearing to examine this 
important issue, and request that you quickly follow this hearing with a markup so that it can be 
reported to the TTousc. We arc at your sendee to provide additional information or to answer any 
questions you or your staff may have. 


Respectfully Submitted, 


Kurt S-aunders 
President 

Cc; Nvttional Marine Manufacturers Associ-ation 
i.eona S. Roach. MMTA F.xecutivc Director 


EsuMiiheil in 1964, ihv .MM TA Js ifje slalenide, t-tpreseitlaUtv bodyjbr ot-vr 1,200 nmine Imks hnslmm in Ihe 
Cor/inumn-ealth. Our hufinesm en/pky over 27,000 men and women and generate an estimated SI. 7 hilUon in annual 
economh- activity for Ma^'sachnsetts. Tbe mission of the Association is to further the intemts of the manne trades and the 
hoatingpnblic through the pn/motion (f boating, petrtidpation in legislation andpnfessional imptmement pmgiams. 

I'he Assodation also seeks to stem the e>codus (f t'eaeational boating businesses from the Commonu-ealth and the loss of 
water’s edge usage for naeational boating purposes. I'he Assodation acts as a source of information about leaeationul 
boating and boating businesses Jbr the general public, via its website at nm’n’.boatiriu.am; for the .Massachusetts 
I .egislature, n here the Assodation is a Jkquent participant in public heatings and in the dO-mernber I /egislatia e Boating 
C.ancus; and for exeattirv branch agendes and aidhoiilies aith regulatory and economic deivlopmenl mpondhilities. 

\IMTA_T.- sfiincinT_HR_S267_BATSA_ 2i:08_C'6_24_rUN.Ar..Dtx: 
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Motion Picture Association 

OF America. Imc. 

1600 Eye Street; Northwest 
Washington. D.C. 20006 
(202) 298-1966 
FkK: (202) 452-9828 


DAN GLICKMAN 

CHAIRMAN 

AMD 

CHIEr EXECUTIVE OFFICER 


Monday, June 23, 2008 


The Honorable Linda T. Sanchez, Chairman 

The Honorable Chris Cannon, Ranking Member 

Subcommittee on Commercial and Administrative Law 

House Judiciary Committee 

United States House of Representatives 

2138 Rayburn House Office Building 

Washington, DC 20515 

Re: Hearing on H.R. 5267, the Business Activity Tax Simpiification Act of 2008 

Dear Chairman Sanchez and Ranking Member Cannon: 

On behalf of the Motion Picture Association of America (“MPAA”)', I thank you for the 
opportunity to submit this statement for the record for the June 24, 2008 hearing on H.R. 5267, 
the “Business Activity Tax Simplification Act of 2008.” 

I. Introduction 

The MPAA strongly supports H.R. 5267 and respectfully urges your approval of this 
legislation for consideration by the full Congress. The MPAA believes that a bright-line 
physical presence standard is the appropriate jurisdictional standard for state business activity tax 
purposes. In recent years, an increasing number of states have asserted that a business’s mere 
economic presence in a state is sufficient to subject that out-of-state business to the state’s direct 
business tax. Due to the lack of clear judicial guidance on this issue, states have started taking 
varying, inconsistent and often aggressive positions with respect to the particular activities that 
may cause an out-of-state business to become subject to tax. This has created an environment of 
uncertainty and unpredictability for multistate businesses, especially businesses in the film and 
media-related industries when such businesses have no physical presence in the state. 

This issue is of particular concern to the MPAA because of the aggressive actions taken 
by states in recent years against film companies, and related entities, such as broadcasters. For 


‘ MPAA members companies include Paramount Pictures; Sony Pictures Entertainment Inc.; The 
Twentieth Century Fox Film Corporation; Universal City Studios LLLP; Walt Disney Studios Motion 
Pictures; Warner Bros. Entertainment Inc.; and associate member CBS Corporation. 
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example, states have asserted business activity taxes against film and broadcasting companies 
claiming “economic nexus” on the following: 

• Asserting that an out-of-state broadcaster should be subject to business activity 
tax in a state solely because the company’s broadcast signals are viewed by 
residents in the state; 

• Asserting that the digital transmission of movies to in-state customers creates 
nexus for an out-of-state film company for business activity tax purposes; and 

• Asserting that an out-of-state film company should be subject to business activity 
tax if the company licenses brands, names, characters or other trademarks to 
unrelated third parties, who subsequently manufacture and sell merchandise 
bearing the licensed trademark into the state. 

These examples are illustrative and only represent a few of the many state tax 
jurisdictional issues currently faced by the film and broadcast industry due to inappropriate state 
actions. 


II. H.R. 5267 Provides the Appropriate Solution 

Detailed below are some of the more aggressive positions taken by states that are aimed 
at taxing out-of-state film companies and broadcasters and the arguments advanced by states to 
support these positions. The MPAA believes that a physical presence nexus standard is the more 
appropriate jurisdictional standard for state business activity tax purposes. The provisions to 
modernize Public Law 86-272 contained in H.R. 5267, including the physical presence nexus 
standard provisions, are both fair and necessary because they are consistent with notions of 
where income is earned, ensure that businesses are only paying tax to those states that have 
provided the businesses with meaningful benefits, and represent the application of existing 
federal law to modem day business transactions. 

Broadcast Programming. Some states have asserted that out-of-state broadcasters should 
be subject to business activity taxes solely because these companies’ broadcast signals are 
received by in-state viewers or listeners. States have tried to justify the taxation of these out-of- 
state broadcasters on the basis that the out-of-state broadcasters are exploiting the in-state market 
because the programming is seen and/or heard by individuals in the state. However, this 
rationale fails to recognize the basic business model employed by most broadcasters. 
Specifically, broadcasters do not generate revenue from viewers or listeners. Rather, 
broadcasters receive revenue from advertisers that purchase air time and, in the case of cable 
programmers, from cable operators that carry the programming. The advertisers and cable 
operators arc essentially the “customers” of the out-of-state broadcaster, not the in-state viewers 
or listeners who are the customers or potential customers of the advertisers and the cable 
operators. Thus, broadcasters are not “exploiting” the local market when programming is aired 
for individual viewers or listeners in a state. Further, broadcasters should only pay tax where 
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they earn income, and, as discussed in more detail below, income is only earned where a 
business is physically located. 

Remarkably, the states’ position is inconsistent with the U.S. federal income tax 
treatment of foreign broadcasters. In fact, the issue of whether the United States may impose 
federal income tax on a foreign broadcaster that has no physical presence in this country has 
been litigated, and federal courts have held that the United States cannot impose such a tax.^ 
This holding is reinforced by the “permanent establishment” standard that the United States, 
along with most other countries, has adopted in its bilateral lax treaties. The permanent 
establishment standard requires taxpayers to have a fixed place of business (i.e., a physical 
presence) through which the business of the enterprise is wholly or partly carried on in order for 
a foreign country to impose an income tax on the business’s profits. If states continue to assert 
positions that contradict these well-established longstanding federal tax principles, it could be 
potentially disastrous for America’s interstate and international economy. On the other hand, the 
physical presence standard in H.R. 5267 is consistent with the standard used for the U.S. federal 
income tax treatment of foreign broadcasters, and would only tax out-of-state broadcasters that 
have a physical presence in the state. 

Use of Trademarks in State by Unrelated Third Parties. Several states have attempted to 
assert taxing jurisdiction over out-of-state film companies that license brands, names, characters 
or other trademarks to unrelated third parties who then manufacture and sell merchandise bearing 
the licensed trademarks, for instance, within the state. A recent survey of state tax departments 
revealed that more than 30 states take the position that the licensing of trademarks to either an 
affiliated or unrelated entities with a location in the state would create nexus for corporation 
income tax purposes.^ These states are overreaching and attempting to tax income that is earned 
outside of the states’ borders. 

Film companies do not earn their income in the states where merchandise bearing their 
trademarks is sold by third parties, rather they earn their income where they actually engage in 
business activities (i.e., where they have property and employees). The physical presence nexus 
standard contained in H.R. 5267 would ensure that income is only taxed in those states where the 
income is earned. 

Digital Transmission of Movies. Some states have asserted that out-of-state film 
companies should be subject to business activity tax if the out-of-state company sells digital 
films to in-state customers who download the films over the internet. States assert that they are 
entitled to tax these out-of-stale sellers because the state has provided an in-state market for the 
digital product. However, state governments maintain a “viable marketplace” for the benefit of 
their constituents, the in-state customers, and not for the benefit of out-of-state sellers. Further, 
the imposition of a business activity tax on an out-of-state seller simply cannot be justified on the 
basis that the government has provided some nebulous and incidental benefit. Rather, the 
benefits and protections provided by a taxing jurisdiction must be meaningful to warrant the 


* Sec Commissioner of Internal Revenue v. PietirasNegrasB. Co., 127 F. 2d 260 (5th Cir. 1942). 

* Special Report: 2008 Survey o/ Stale Tax Departments, 13 Mullistaie Tax Rep’l 4 at S-28 (April 25, 2008). 
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imposition of a business activity tax. Businesses only receive these meaningful benefits and 
protections (e.g., education, roads, police and fire protection, water and sewers) in the 
jurisdictions where they are actually located due to the presence of a labor force or property. 
Further, as previously discussed, businesses should also only pay tax to those states where 
income is earned, and income is simply not earned where a business’s customers are located. 
Thus, businesses should only pay tax to those jurisdictions where they are physically present. 
H.R. 5267 would promote fairness by ensuring that businesses are only taxed by those 
jurisdictions that have provided meaningful benefits and protections, and in those jurisdictions 
where income was earned. 

In the context of digital downloads, we should also point out some of the peculiar results 
that can arise if Public Law 86-272 is not modernized for today’s economy and modem 
technologies. For example, if an out-of-state film company conducts in-state solicitation 
activities aimed to promote the sale of DVDs (i.e., tangible personal property), the orders for 
which are accepted and shipped or delivered from outside the state, this in-state solicitation 
would be protected under current law by Public Law 86-272, On the other hand, if an out-of- 
state film company were to conduct the same in-state solicitation activities to promote digital 
downloads (i.e., intangible property) for the very same film, these solicitation activities would 
not be protected by Public Law 86-272. This example clearly demonstrates why the provisions 
of Public Law 86-272 must be modernized, as provided in H.R. 5267, to protect the solicitation 
of orders for services and intangible property. Figures released by the Motion Picture 
Association in May indicate that more than 2.5 billion movie files were downloaded worldwide 
during 2007, As our economy continues to shift towards intangibles and services, it is important 
that these sectors of the economy be afforded the important protections of Public Law 86-272. 

III. Conclusion 

The MPAA believes that it is necessary for Congress to provide clear guidance to the 
states in the area of state tax jurisdiction and put a stop to the aggressive actions being taken by 
the states. In the absence of Congressional action, these state actions will likely have a chilling 
effect on interstate commerce. H.R. 5267 would provide a much needed bright-line physical 
presence standard that is both fair and reasonable, and would modernize Public Law 86-272 to 
account for the current state of our economy. As states continue to attempt to maximize 
revenues, they will likely become even more aggressive in their attempts to tax out-of-state 
businesses making the need for Congressional action all the more urgent. Therefore, the MPAA 
strongly urges your approval of H.R. 5267 for consideration by the full Congress. 

Sincerely, 

Dan Glickman 

Chairman and Chief Executive Officer 
Motion Picture Association of America 
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MULTISTATE TAX COMMISSION 


June 27, 2008 


The Honorable Linda Sanchez 
U.S. House of Representatives 
Washington, DC 20515 


The Honorable Chris Cannon 
U.S. House of Representatives 
Washington, D.C. 20515 


Re: H.R. 5267, Business Activity Tax Simplification Act of 2008 
Dear Congressmen Sanchez and Cannon, 

Thank you for the opportunity to submit these comments on behalf of the Multistate Tax 
Commission (MTC) into the record of your Subcommittee hearing on H.R. 5267 held on June 
24, 2008. It was refreshing to witness the great interest by the Subcommittee members in these , 
issues as well as their sensitivity to the challenges confronting state governments. 

It was ironic to read the joint letter from businesses and trade associations supporting 
uniform standard for state taxation as, just two weeks earlier, nine of those same signatories 
signed onto a letter sent to the National Conference of Commissioners on Uniform State Laws 
stating that revising the Uniform Division of Income for Tax Purposes Act to achieve greater 
uniformity was “neither advisable nor practicable.” (State Tax Notes, May 28, 2008) 

It seemed to be the consensus of the Subcommittee at the hearing that the businesses 
supporting H.R. 5267 should sit down with the state government representatives and attempt to 
work out their differences. The MTC stands ready, willing, and able to do just that. 

In fact, just three years earlier, business and state government representatives, at the 
direction of Congressmen Cannon and Watt, met in frie very same room as the one where the 
June 24* hearing was held, to attempt to reach common ground. In 2005, as in 2008, proponent 
of the Business Activity Tax Simplification Act sought to portray the image at the Subcommittee 
hearing that the legislation was really an attempt to assist small businesses. Yet, when the state 
representatives suggested a de minimis standard for non-resident corporate taxation, which would 
have alleviated the concerns expressed by small business representatives, the proponents of the 
legislation balked, with the representative of the financial service companies stating that such a 
standard would do nothing for them. 
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Congressmen Sanchez and Cannon 
June 27, 2008 
Page Two 

It then became clear that the small business rationale was just a smokescreen for the real 
motives of the legislation’s proponents whidi is to provide substantial tax breaks to large, 
multistate and multinational corporations at the expense of small businesses. Witness 
testimony at the June 24, 2006 Subcommittee hearing demonstrated that community banks, 
which could not avail themselves of the benefits of the Business Activity Tax Simplification Act, 
would be at a competitive tax disadvantage if the bill passed with regard to large, multistate 
banks with no physical presence in the state but who still offer the same services. 

H.R. 5267 represents a blatant and unwarranted intrusion in the authority of states to 
structure their own tax systems by altering the standard that governs when they may tax 
companies conducting business within their borders. The changes sought by H.R. 5267 are those 
that should be left to state elected officials to address. 


H.R. 5267 promotes avoidance of state taxation. It would subvert state tax systems by 
creating opportunities to structure corporate affiliates and transactions to avoid paying state 
taxes. This has been substantiated by the Congressional R^earch Service. 

H.R. 5267 would favor large multistate corporations to the detriment of small businesses 
and individual taxpayers. It would effectively limit the business activity tax base of states to in- 
state companies, giving out-of-state vendors an unfair competitive advantage. 

Finally, this legislation represents a huge unfunded mandate that will result in the loss of 
$ 6.6 billion tax dollars to our states. This will leave state legislatures with the unpleasant choice 
of having to increase taxes on everyone else or to cut needed services. This would be the largest 
unfunded mandate on the stales ever documented by the Congressional Research Service 

Thank you for your consideration of this most important issue. 


Sincerely, 





i Huddleston 
'^Executive Director 
Multistate Tax Commission 
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Statement of Da% h 1 Rnhlon, Presidcnl anri CEO of Hatco Corporation, on behalf of the 
North American Asweiation of Food Manufatturers, for the hearing of the Houw Judkiarr 
Committee Commercial and AdminiMraii>v Lan Sulicommlttev on i1.R. 5267, the 
**Businm Activity Tat Simplification Act**. li.S. House of Represcniatites, June 24, 2iMlK 

The Busine\« Actitities Tat and ks Impact on Small Businesses 

Members of the House Judiciait Coiniiuiiee: 

Thonk t ou for liolding this hearing. In Fcbiuait . I ksiiricd before the House Small Business 
Coimiiiitce on iIk iinpaci of slate "business acut itt taxes** on sniall business Wc arc pleased that 
Ihcclioir.'ind ranking minoriit members of that comnilitcc subsequently ttroic the leaders of the 
Judiciaiy Commiiicc asking iIk Judiciary committee to take up tins issue 

Hatco Corporation is a imnuraciurcrofcommcrci.il food sianning oqnipincM. loasicis. .ind 
water licaicrs hcadquattcrcd in Milwaukee. WL We hate 375 employees, and iIk company is 
ICO pcrcciM cmployccKiwncd. 

I also tint cluir of the GovcmiiKm Relations Comiiuiicc of the North Amcncun Association of 
Food Equipment Manuraciiircrs NAFEM rcpiesciMs more than 6tK) US coiufunics tint 
inanufaclurc comnKicial food prcparaiwiL cooking, storage and iidjlc scit icc equipment and 
supplies used in tesiauranis. cai'cietias. insiituiional kitclKiis. andotlicrcoiiuiKicial food sen ice 
csiablishmcnis. Typical products arc frcc/crs. refrigerators, siotcs. ot ens and broilers, food 
warmers, display tables, serving trays, cutlery , and t irtually cvery thingyou woiildsocina 
commercial restaurant kitchen or fc^ scfMce area. 

This is a surpnsiiigly large industry Total domestic sales arc o> cr $8 billion ~ and it is an 
industty composed prcdomiitimtlv of small businesses Sixiy-six pcrcciu of the members Ikwc 
sales less linn $10 million a year with fewer Ihuin I Oi) employ ees NAFEM has mcnibers from 46 
states of tlic union. Most, like Hatco. arc single-state coinpaiues. with no physical presence 
outside ilicir honK states. 

Efficiency and prcdkiiibiliiy arc csseiiial to a small business. The gro%> ing practice of states to 
assess "business activity" taxes on firms that have no pin steal presence in ilic taxing jurisdiction 
lias come ns an unpleasant and shocking surprise If Icfl unchecked, these taxes u ill become a 
nigliinurc for simll businesses, increasing our adminisiraihe costs, .adding an unnecessary layer 
of inefficiency . and limitii^ our ability to grow . 

Let me give y ou our exampk. Hatco. like most NAFEM members, sells through independent 
manufaclurcrs* rcprcscMativcs wlto represent 10-15 companies Halco also uses independent 
sen ice agents to complete wananiy repairs on our equipmeru Again, these indcpcixlciil 
companies sen ice the equipment of m.iny difTcrcni nunufacturers. Nciilicf ofih^iypcsof 
independent companies cause H,iico to hav e a phy sical presence outside of Wisconsin. 
Nonetheless, wc are now being forced to pay business activity taxes in four stales wlicrc wc have 

1«t North CUrtt SUM) • SiUo ?Oro« CNeogo. ftnou 60601 03*4 USA 
phooo >1 312.631 0201 « lai « I 312 821 0202 
Mkt^aloni otg * iMMiv.nalom.oni 
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ciislomcrs bul no pli\ sicaJ presence. Jiislillcalion given by Uic slates for llicsc laxes is the existence of the reprcscniath es 
or senice agents. 

Of course, our inanufaclurers' representatives and service agents in Uiese stales do pay income laxes on iheir ov\ n 
business profits. Tliat is as it sliould be. Wc should be p^ ing taxes in stales w Itcrc vve liavc presence and receive 
government senices. We should not be paying business activity taxes - which are a form of income tax - v here we 
liavc no physical presence. 

We don' t know- v\ liai other states will come at us ne.xl. These lax bills catch us by surprise. When states first contact us, 
they sometimes come on hard. One shite originally demanded that we pay eight years of back taxes. This would have 
been significant. Olliers liavc Uircalcncdpcnailics. Liligalioa of course, is iiupraclical for a small finn. Wc try lo 
negotiate, and then we pay up. We can't pass the costs on, so both the tax pm nienls and. even w orse. tlie admhiistrative 
costs, are off our bollom line. 

Wliai arc die consequences'? Tliink about w here tins is going Facing business aciiv ii> taxes assessed by four states 
vhere we liave no presence is bad enough, but 20 states? 30 stales? We would have to add staff just to attempt to keep 
track of these unforeseeable obligations, file the returns, and tty to stay clear of penalties and demands for back taxes. 
These would, of course, be unproductive employees - a hiiio ourefficieiK 5 \ And bear in mind that we are a 100 percent 
cmploycc-ow lied company. Any added costs hurt cvciy employee. 

And what about the overall impact on the economy? The taxes we pay to states wl^re we liave no physical presence 
come off our net profits. So do the jidniinistnitivc costs. As our net iiKOinc after expenses is reduced, the taxes wc owe 
to Wisconsin and to the federal govcnuncni also arc reduced. After you factor in both ilic added laxcs and ilic added 
tidmiiiistrative costs, both to us and to tlie states, I doubt that anyone is coming out ahead on wluit the economists would 
call a macroeconomic level, 

Ccrialniy if oilier stales jump on tltis bandwagon, ive will just be spreading ilic laxcs around, witliliulc. if any, iicL 
benefit to anyone. 

As a. small manufaclurcr in llic US, wc face many threats from compcliiors outside our borders. Wc coiilinuc to be 
successful by slaying lean and smart. Adding iiiuiecessaiy lieadcouni to administer programs like acliv'ily ia.xes makes us 
less competitive with overseas compjinies. 

For nmny years, it has been the prcsumplionihal businesses pay taxes only in stales wlcrc they lia.\c physical presence 
and receive govemmeiii services. We believe the Congress sliould act to preserv e iliis standard and urge the Judiciary 
Commitree to approve HR 5267, the “Biisiness Activity^ Tax Simplification Actof 2<Ki8.". 
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STATEMEN I OF 
THE NATIONAL ASSOCIATION 
FOR 

THE SPEC IALIA FOOD TRADE, INC. 


to the 

C'omiiiittee on Administrative and Commercial Law 
ll.S. Mouse of Representatives 


In support of 

ILR. 5267, the Business Activity Tax Simplification Act of 2U08 
.lune 25, 2008 


The National Association for the Specialty Food Trade, Inc. (NASFT) 
supports H R. 5267, a bill to regulate certain Slate la.\ation of interstate 
commerce, and for other purposes, popularly called the Business Activity 
Tax Siinplillcalion Act of 2008 or BATSA. 

The National Association for the Specialty Food Trade, Inc., based in 
New York City, is the trade association for all segments of the specially food 
industry. Specialty foods are high-value, high-quality, innovative processed 
foods, such as chocolates, cheeses, snack foods, specially meals, honey. 
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cider and other beverages. NASFT has a national membership of 
approximately 2,800 companies located throughout the United 
States and overseas. The membership includes manufacturers and 
processors, brokers, distributors and retailers. Most NASFT members are 
small businesses. The average specialty food manufacturer does 
approximately $1, 687,000 in annual sales and, although small, markets 41 
SKUs. As small businesses with limited financial resources, few staff and 
usually no full-time professional advisers (legal and accounting), they are 
particularly affected by unexpected and unfair taxes imposed outside their 
home jurisdiction. 

H.R. 5267 preserves the ability of NASFT’s thousands of small 
business members to sell their food products using mail solicitations and 
independent contractors without the threat of unforeseen tax claims by 
jurisdictions in which they have no - or very limited - physical presence. 
Several NASFT members have paid thousands of dollars in assessments and 
back taxes rather than fight claims for the payment of state business activity 
taxes. Some other NASFT members have spent precious time and resources 
trying to understand why they were being targeted and how to respond to the 
claims. 

Washington State and New Jersey have been mentioned frequently. 
For example, NASFT has been told that New Jersey demands a $200 per 
year registration fee, When it targets a company, New Jersey demands years 
of back taxes and hefty penalties, even though the manufacturer uses an 
independent contractor that has business relations witlt many other small 
companies) in New Jersey. 

Physical presence in a state is a crucial indicator of who should pay 
business activity taxes. Most small food companies cannot afford a physical 
presence in states other than their home jurisdiction. When their business 
grows so that it is reasonable to sell outside the home territory, small food 
companies often reach out through the mail or through a broker. The broker 
is an independent contractor - anotlier independent small business - who 
sells several product lines. In fact, the brokers are larger and more profitable 
than tlie food manufacturers and, consequently, can be expected to pay more 
taxes. According to NASFT’s The Stale of the Specialty Food Indiisfiy 200H, 
the median annual sales of a specialty food manufacturer is $ 1 ,687,000, 
while the median annual sales of a broker is $4,862,000. Of course it must 
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be understood that most specialty food companies are well below $1 million 
in annual sales - they are very small businesses. 

If the food manufacturer is successfiil, it pays income taxes to its state 
authorities. The success of the manufacturer means that the broker earns 
commissions, on which it pays taxes to the broker’s state authorities. 

NASFT does not offer this information to argue for higher or new 
taxes on brokers. Good brokers are essential to the success of specialty food 
manufacturers. Rather, the information is offered to show that states are 
receiving tax income from their own citizens - those who are using and 
benefiting from the local government services. 

Given the worsening fiscal situation of many states, state tax 
authorities may be tempted to use an economic presence standard to capture 
tax revenue from out of state companies. Speedy action by the House of 
Representatives is needed to avoid these “grabs”. While the situation of local 
jurisdictions might be deteriorating, small businesses are feeling greater 
financial pressures. An unfair and imwarranted tax claim would be 
devastating for many small companies at any time but particularly during tlie 
current economic downturn. 

NASFT members understand that they must pay certain taxes, like 
their income taxes and social security taxes. They understand that the taxes 
support the services provided by their local government and the federal 
government. They expect businesses in other jurisdictions to support their 
local governments, because those businesses are the ones that receive the 
fire and police protection, use the public schools and the roads, exercise the 
right to vote there and enjoy activities like “Summer in the Park”. The later 
state should not reach over info another jurisdiction to claim tax revenue 
from businesses without a physical presence, since its citizen is paying for 
the services associated with the sales. 

A physical presence standard is tlie only reasonable nexus test for 
small businesses. An economic nexus test would be so costly that many 
successful small food companies would forego their right to conduct 
interstate commerce in some states in order to avoid the possibility of unfair 
tax assessments. 


For the above reasons, NASFT urges passage of H.R. 5267. 
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Statemeut of 
Jerald Otchis 

Vice President Finance and Administration 
Bobrick Washroom Equipment, Inc. 

North Hollywood, CA 

On Behalf of the 

National Association of Manufacturers 
Before the 

House Judiciary Subcommittee on Commercial and Administrative Law 
II.S. House of Representatives 

Hearing on 

H.R. 5267, Business Activity Tax Simplification Act of 2008 
June 24, 2008 


Ms, Chairwoman and Members of the Subcommittee. 

1 am pleased to have the opportunity to submit this statement on behalf of the National 
Association of Manufacturers (NAM) for the record of the June 24, 2008, House Judiciary 
Subcommittee on Commercial and Administrative Law hearing on the impact of business 
activity taxes (BATs) and H.R. 5267, the Business Activity Tax Simplification Act of 2008. 

The NAM is the nation’s largest industrial trade association, representing small and large 
manufacturers in every industrial sector and in all 50 states. My name is Jerald Otchis and I 
serve as Vice President Finance and Administration at Bobrick Washroom Equipment, Tnc, 
Bobrick, a member of the NAM, is the leading company in the world in the design, manufacture 
and distribution of washroom accessories and toilet partitions for the non-residential construction 
market. The company celebrated its lOO”* anniversary in 2006. 


The Business Activity Tax Simplification Act 

NAM members strongly support bipartisan legislation H.R. 5267, the Business Activity 
Tax Simplification Act (BATSA) introduced em’lier this year by House Judiciary Committee 
members Rick Boucher (D-VA) and Bob Gfoodlatte (R-VA). By establishing a bright-line 
physical presence test for when a state can tax out-of-state companies, BATSA will prevent the 
arbitrary state taxation of interstate commerce without jeopardizing the ability of states to 
legitimately tax companies with operations in the state. 


1 
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Some states currently assess business activity taxes (BAT), e.g. income, franchise, or 
gross receipts taxes, on out-of-state manufacturers and other businesses that do not have any 
employees or property in the stale. This arbitrary taxation of out-of-state businesses interferes 
with interstate commerce. Lawmakers last addressed this issue in 1959, when they clarified that 
a state cannot impose income taxes on an out-of-state company if the company’s only contact 
with the state is to solicit orders for sales of tangible goods. BATSA would update the current 
“safe harbor" for soliciting sales oftangible goods to sales of intangible goods and services. 


One Company’s Experience 

Bobrick’s headquarters, including manufacturing and distribution facilities, are located in 
North Hollywood, California. In addition, Bobrick has factories and warehouses in Colorado, 
New York, Oklahoma, Tennessee, and Toronto, Canada. The company, which employs more 
than 500 people, has subsidiaries in Australia and England. Bobrick manufactures more than 70 
percent of its products in the United States and exports more than $25,000,000 of U.S.-made 
products each year. 

Our products are sold in all fifty states to independent distributors who generally act as 
installing subcontractors to the general contractor constructing the building. All orders for 
product are sent to a Bobrick facility and shipped using common carriers. 

Bobrick does not contest our responsibility to pay business activity and other taxes in the 
five states where we have facilities — California, Colorado, New York, Oklahoma, Tennessee. 

At the same time, the company has experienced first-hand attempts to impose business activity 
taxes on Bobrick by states where we do not deliver with company trucks, install or repair our 
products or have employees, offices, repair facilities, or bank accounts. Our efforts to fight these 
unfair assessments have consumed an enormous amount of time and valuable company financial 
resources, company dollars that could have been better spent on business expansion, job creation, 
and innovation. 

In the 26 years 1 have been employed by Bobrick, we have had requests from more than 
ten states asking us to complete a questionnaire, consisting of fifteen to forty questions, to 
determine whether we have sufficient physical presence to constitute nexus with the state and 
thus be subject to the state's business activity taxes. 

There is no single litmus question for determining nexus for purposes of imposing 
business activity taxes on out-of-state businesses, but rather the nexus decision should be based 
on a preponderance of facts and circumstmces. In my experience, Bobrick generally has been 
able to answer most questions about presence in the negative and there have been no further 
inquiries from the state. 

Occasionally, however, a question is phrased in such a way that a ‘‘no” answer is not 
appropriate. For example, the compound question by the state of Texas is worded to include 
employees, agents, or representatives who sell, solicit, or promote products in the state. Because 
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of the way the question is worded, the state inevitably asserts nexus, which is what happened in 
our case. We currently are appealing the Texas decision on nexus, an effort that already has cost 
us well over $100,000 for attorneys and consultants as well as a significant amount of internal 
staff time. 

Furthennore, based on Bobrick’s experience and the experience of other NAM members, 
this arbitrary and discriminatory slate taxation falls disproportionately on small and medium size 
companies. 

When my company was first challenged by the state of Texas, we asked other small and 
medium size companies that are members of the NAM about their experiences. Several NAM 
member companies also had been contacted by the state of Texas. While they felt they were not 
subject to Texas business activity taxes, the amount of taxes involved was small in comparison to 
the cost of challenging Texas’ position, maldng it less costly for the company to pay the taxes. 

As a result, while it is likely that states may notwin on imposing business activity taxes if 
challenged, most companies can not justify the cost of a challenge. This situation is blatantly 
unfair and particularly burdensome for small and medium size companies that do not have in- 
house legal departments to fight such arbitrary state taxation. 

Furthennore, with more and more states taking an aggressive stance in imposing arbitrary 
business activity taxes on out-of-state companies, this additional taxation increases the domestic 
effective tax rates for U.S. -based companies, making it harder for these companies to compete 
globally. 


Summary 

The NAM strongly supports enactment of BATSA, which would establish a bright-line, 
physical presence test to determine when a stale can levy income, franchise, gross receipts and 
other business activity taxes on out-of-state companies engaged in interstate commerce. By 
updating current law, BATSA would prevent a state from imposing business activity taxes on an 
out-of-state company if the company’s only contact with the state is to solicit sales of tangible 
and intangible goods and services. Companies without a physical presence in a state would not 
be subject to business activity taxes simply because they have worldwide customers. 

The legislation also would clarify that a state should not impose a business activity tax 
unless that state provides benefits or protections to the taxpayer. At the same time, it would 
reduce widespread litigation associated with the current climate of uncertainty that inhibits 
business expansion and innovation. Businesses of all sizes need the certainty of a “uniform state 
taxation nexus standard;’’ i.e. the minimum amount of activity a business must conduct in a 
particular state before it becomes subject to taxation in thatstate. 

Thank you in advance for supporting this important legislation. Bobrick, as well as 
companies of all sizes — particularly small manufacturers — would benefit from the clarity and 
certainty provided by this important legislation. 
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Supplemental Sheet 

House Judiciary Subcommittee Hearing on Business Activity Taxes 
6-24-08 


Statement by: 

Jerald Otchis 

Vice President finance and Administration 
Bobrick Washroom Equipment, Inc. 

11611 Hart Street 

North Hollywood, CA 91605-5882 
Phone: (818) 503-1603 

On Behalf of 

National Association of Manufacturers 
1331 Pennsylvania Ave,. N,W. 

Suite 600 North 
Washington, D.C, 20004-1790 
Phone: (202) 637-3000 

NAM contact: Monica McGuire, (202) 637-3076, mniCi>uire^ijiiiam.ori> 
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NATIONAL FOREIGN TRADE COUNCIL, INC. 

1625 K STREET. NW, WASHINGTON, DC 20006-1604 

TEL: (202) «87-027l( 002) 4.<2-*l60 


Comments of the National Foreign Trade Council 
On the Business Activity Simplification Act (H R. 5267) 

Before the Mouse Judiciary Commercial and Administrative Law Subcommittee 
On June 24, 2008 

The National Foreign Trade Council (NFTC), organized in 1914, is an association of some 300 
U.S. business enterprises engaged in all aspects of international trade and investment Our 
membership covers the full spectrum of industrial, commercial, financial, and service activities, 
and the NFTC therefore seeks to foster an environment in which U.S. businesses can be 
dynamic and effective competitors in the domestic and international business arena The 
NFTC strongly supports H R 5267, the Business Activity Ta-x Simplification Act. (“BATSA"), 
and respectfully asks that you support the bill and schedule it for a markup 

H R. 5267. a bill introduced recently by Representatives Rick Boucher (D-VA) and Bob 
Goodlatte (R-VA) with strong bipartisan support among members of the Judiciary Committee, 
would clarify the constitutional nexus standard governing state assessment of corporate 
income taxes and other direct taxes on a business (the bill would have no impact on sales and 
use or other non-income-based taxes). Specifically, the bill articulates a bright-line physical 
presence standard that would ensure that both states and businesses understand the tax rules 
under which they are operating, which is particularly important for businesses with customers 
in many states that all have separate business tax regimes and standards 

The NFTC has a particular interest in supporting the BATSA bill, as the state's actions in 
pursuing taxes where there is a lack of physical presence of the taxpayer has and will cause 
uncertainty and widespread litigation, so much so that it has and will create a chilling effect on 
not only inter-state but also international commerce The physical presence standard is 
articulated as a "permanent establishment standard" in our bi-lateral tax treaties and under 
OECD guidelines In other words, physical presence is the international norm. Adoption of a 
more nebulous standard by the States undermines these international treaties Moreover, a 
violation of the international norms by the impo»tion of business activity taxes undermines the 
United States’ negotiating position with foreign nations. A new tax structure is likely to invite 
reciprocal, aggressive tactics by foreign taxing authorities, seriously compromising the 
competitive leadership of U.S. businesses Under the foreign tax credit system that has long 
been a cornerstone of our income tax system, this would in effect force the United States to 
cede to other nations' tax jurisdiction over U.S activities that have no physical presence 
abroad. 


Advancing Oiobai CcMnowc* for Otr«r M VMn 
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BATSA would ensure fairness, minimize costly litigation and create the kind of legally certain 
and stable environment that encourages businesses to make investments, expand interstate 
commerce and create new jobs. At the same time, the bill would ensure that businesses 
continue to pay business activity taxes to states that provide them with direct benefits and 
protections. 

Thank you in advance for considering our request. We look forward to working with you, your 
staff and all members of the House Judiciary Commercial and Administrative Law 
Subcommittee on the Business Activity Tax Simplification Act. 


Advicing Gtab^ Canftnsfce for Over 90 Yoam 
liw.nfic.ora 
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Nstional Taxpayers Union 


June 20. 2008 


Statement of Kristina Rasmussen 
Director of Gov ernment Affairs for the National Taxpayers Tnion 
Submitted to the Subcommittee on Commercial and Administrative Law 
I'nited States House of Representatives 
On M.R. 5267, the Business Activity l ax Simplification Act 

Dear Ms Chairwoman, Mr Ranking Member, and Members of the Subcommittee 

On behalf of the 362,000 members of the National Taxpayers Union. 1 urge you to support 
H R 5267, the Business Activity Tax Simplification Act. This legislation is an important element of 
broader tax simplification efforts Specifically, the bill establishes a clear test to ensure that only 
businesses having employees or property physically present within a ^ven jurisdiction arc subject 
to business activity taxes 

The integration of the internet and telecommunication technologies has allowed businesses 
to expand across state lines, to the point where such activities are commonplace. However, these 
developments have created confusion about when states are allowed to collect income taxes from 
out-of-state companies conducting cenain activities within their respective jurisdictions 

In 1992, the U S. Supreme Court ruled in v. Ntvth Dakota that a state could not 

impose taxes on an out-of-state business unless that business has a “substantial nexus” within the 
taxing stale. At that time, the Supreme Court declined to rule on the nexus standard as applied to 
business activity taxes Unfortunately, governments are increasingly defining “substantial nexus” 
difrcrcntly, leading to a complex matrix of tax rules If this practice continues, it will have a grim 
effect on interstate commerce and the entire economy 

In 2007. the Court refused to review two cases that would have directly challenged the 
constitutionality of extreme applications of “economic nexus” standards Thus, a legislative solution 
is clearly w arranted Congress now has the opportunity to resolve this ongoing dispute by approving 
the pro-taxpayer approach contained within H R S267 

The Business Activity Tax Simplification Act protects taxpayers from harmful state policies 
by providing standards that define when firms are obliged to pay business activity taxes The 
legislation promotes fairness, minimizes litigation, and creates a business climate that encourages 
companies to invest and to expand interstate commerce This legislation is a common-sense way for 
Congress to promote economic growth, and we urge all Members to support H R 5267. 

Sincerely. 

Kristina Rasmussen 

Director of Government Affairs 


tMMw*iAIN0S»Wt « AlwtfM. Wprw 2»M « TCtMCMTOO « FM TOSeCMTU « tMvwniuff; 
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NIYBIA 


STATEMENT OF THE NEW YORK BANKERS ASSOCIATION 

BEFORE THE HOUSE SUBCOMMITTEE ON COMMERCIAL AND 
ADMINISTRATIVE LAW 

COMMITTEE ON THE JUDrCIARY 

ON H R. 5267, THE BUSINESS ACTIVITY TAX SIMPLIFICATION ACT OF 2008 
JUNE 24, 2008 


The New York Bankers Association appreciates the opportunity to submit this statement 
for the record of the hearing of the Judiciary Committee's Subcommittee on Commercial 
and Administrative Law on H R. 5267, the Business Activity Tax Simplification Act of 
2008. The New York Bankers Association strongly supports this legislation that would 
clarify and modernize the rules governing a state’s ability to impose income taxes on 
companies that have no physical presence in the state. Our Association is comprised of 
the community, regional and money center commercial banks and savings institutions 
doing business in the State of New York. Our members hold aggregate assets in excess 
of S9 trillion and employ more than 300,000 New Yorkers. 

This legislation will clarity that states may not tax out-of-state intangible property or 
services. Current law clearly precludes state taxation of out-of-state tangible personal 
property and real estate. The bill will also require that an entity have a physical presence 
in a state in order to subject the entity to the state's taxing jurisdiction. The bill sets forth 
criteria for determining whether a physical presence exists. 

This legislation will clarify situations in which a state can constitutionally tax out-of-state 
corporations. It is particularly important for a State like New York that sells vast 
amounts of financial services in other stales. The physical presence standard contained in 
the bill is one that the United States Supreme Court has recognized as an appropriate 
nexus for state taxation. 

In recent years, an increasing number of slates have enacted legislation taxing business 
activities that occur outside their physical jurisdiction and that bear only a remote 
relationship to the taxing states. In the financial services arena, these enactments have 
largely focused on taxing loan and investment relationships entered into by residents of 
the taxing states with non-resident business entities whose only relationship with the 
taxing state is the use of instruments of interstate commerce, such as the Internet, the 
United States Postal Service and the telephone to transact business with their customers. 
These states have been characterized as “market states,” because they attempt to tax the 
market for goods and services, rather than the physical entity that provides the goods or 
services. 
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This system of taxation is clearly a burden on interstate commerce and falls squarely 
within the jurisdiction of Congress to address. The home states of companies being taxed 
by market states already tax the profits of these companies, resulting either in double 
taxation or in a reduction in revenue for home states. With the increased reliance by 
customers on the Internet, the taxation of out-of-state residents and businesses will 
clearly become a more and more attractive means to enhance a state’s revenue. It can 
therefore be expected that, without Congressional oversight, attempts to tax companies 
without a physical presence in a state will continue to increase. 

H.R, 5267 draws a clear distinction between allowable and impermissible taxation by a 
state of the intangible activities of out-of-state residents and businesses. We strongly 
urge that the legislation be enacted. 
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Jon S. Corzini 

Governor 



Stair of Wrut Smsry 

Department of the Treasury 
DrvisHm or Taxatkw 
POBox 240 

Trenton NJ 08695 0240 


June 18. 2008 


R. David Rousseau 

Stole Trrosvrrr 
DiKErmt'sOfnct 
TtL (609)292-518$ 

Fax > TRXNTdm (609) 984-206 1 


The Honorable Linda Sanchez. Chair 
Commercial and Administrative Law Subcommittee 
House Committee on the Judiciary 
H2-362 Ford HOB 
Washington. D.C. 20510 

The Honorable Chris Cannon. Ranking Member 
Commercial and Administrative Law Subcommittee 
House Committee on the Judiciary 
B-351 Rayburn HOB 
Washington. D.C. 20510 


Dear Congresswoman Sanchez and Congressman Cannon: 

Please accept this letter as part ol the record of a June 24. 2008 scheduled 
heanng on H.R. 5267. This submission by the State of New Jersey is intended to 
provide the members of the subcommittee with an accurate explanation of a tax 
enforcement program that has been unfairly portrayed by some members of the public 
and Ihe press. 

The New Jersey Division of Taxation has a variety of legislatively created 
enforcement tools available lor use in administering Ihe State's tax laws. Both the tods 
and the laws are intended to ensure that everyone pays their fair share ol taxes and. as 
they apply to business taxpayers, every business competes in the economy on a level 
playing field. One of those tools, the jeopardy assessment, has unfortunately become 
an easy target for individuals who find publicity value In stereotyping tax enforcement 
efforts as draconian, mean-spirited and anti-business. In administering lax laws fairly 
and impartially, the Division of Taxation occasionally encounters such distortions and 
welcomes the opportunity to debunk the myths and provide factual information in 
context. Of course, rules governing the confidentiality of tax data in the records of Ihe 
Division of TaxatiCN) prohibit disclosure by the Division of facts relating to the tax 
accounts of any specific taxpayers. 

The Division of Taxation pul into practice a jeopardy assessment initiative In 
1996 in response to a problem that was placing local businesses at an economic 
disadvantage and simultaneously depriving the State of tax revenue to which it was 
entitled New Jersey is a wealthy State with the second highest per capita income in the 
United States. Because of the wealth of its residents. New Jersey maintains a diverse 


lit4R//www.«iiiej)i.tMAre8My/taxatNNV 
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and robust consumer sector. Our State enjoys a unique geographic location with a 
first-class interstate transportation system making New Jersey easily accessible from 
points north, south and west. Over 100 million consumers with a collective purchasing 
power of $2 trillion are within a 24-hour drive. The State has 35.000 miles of roads that 
help move goods efficiently to their destinations. Our location on the Atlantic Ocean has 
produced port activities that have fostered a strong logistics and warehousing sector. 
The Port of New York and New Jersey is the largest port complex on the Eastern 
Seaboard and the third-largest U.S. port complex, it is the source of 230,000 jobs and is 
responsible for more than SI 00 billion in trade. These attributes of wealth and 
accessibility make New Jersey an attractive location to transient vendors seeking to 
exploit our economic market. It is easy for out of slate vendors to enter the State, sell 
their goods and depart In quick order. Though they take advantage of our transportation 
system so as to access our vibrant consumer markets, many of these transient vendors 
decline or refuse to register their businesses in New Jersey thereby sidestepping their 
tax responsibilities. By their defiance, these businesses gain a tremendous economic 
advantage at the expense of both local businesses and the public fisc. 

By the early I990’s New Jersey businesses, such as the furniture retailers were 
complaining of their competitive disadvantage vis-a-vis transient vendors that derived 
income from their exploitation of local markets, undercut local businesses, and evaded 
their tax obligations. The Division of Taxation recognized that allowing non-compliant 
transient vendors to continue to operate was a serious challenge to the Division’s 
mission to fairly, impartially and equitably administer the tax laws. Lack of attention to 
this problem would perpetuate the underground cash economy and continue the 
inequities faced by the bricks and mortar New Jersey establishments. The jeopardy 
assessment program was constructed to respond to the situation. While the program 
initially was conceived to stop the tax abuse associated with transient vendors, its 
implementation is not limited to out of state vendors; it encompasses in-state vendors 
with tax compliance issues. 

The underpinnings of the jeopardy assessment program are legislative, having 
been enacted in 1936, N.J.S.A. 54:49-5 and 49-7 authorize non-lraditional tax 
compliance initiatives under certain circumstances. 

N.J.S.A. 54:49-5 authorizes arbitrary lax assessments: 

If any taxpayer shall fail to make any report as required by any 
state tax law. the commissioner may make an estimate of the 
taxable liability of such taxpayer, from any information he may 
obtain, and according to such estimate so made by him, assess 
the taxes, fees, penalties and interest due the state from such 
taxpayer, give notice of such assessment to the taxpayer, and 
make demand upon him for payment. 

N.J.S.A. 54:49-7 provides; 

if the commissioner finds that a taxpayer designs quickly to 
depart from this slate or to remove ttierefrom his property, or 
any property subject to any state tax, or to conceal himself or his 
property, or such other property, or to discontinue business, or 
to do any other act tending to prejudice or render wholly or partly 
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ineffectual proceedings to assess or collect such tax, whereby it 
becomes important that such proceedings be brought without 
delay, the commissioner may Immediately make an arbitrary 
assessment as hereinbefore provided in section 54:49-5 of this 
title whether or not any report is then due by law, and may 
proceed under such ariiitrary assessment to collect the tax, or 
compel security for the same, and thereafter shall cause notice 
of such finding to be given to such taxpayer, together with a 
demand for an immediate report and immediate payment of 
such tax. 

The statutes afford the Division of Taxation the right to exercise extraordinary 
enforcement measures when the circumstances demonstrate a credible risk that the 
New Jersey tax laws are being ignored, thus placing the collection of state revenue at 
risk. 


Division personnel follow a well-eslablished protocol that neither exceeds the 
permissible boundaries of the law nor ignores the rights of taxpayers when determining it 
circumstances warrant the issuance of a jeopardy assessment. Division field 
investigators work in conjunction with State Police at vehicle weigh stations and with 
Motor Vehicle Commission mobile inspeclion teams. State Police and MVC inspectors 
conduct their normal operations without interference by Taxation personnel. After 
identifying a vehicle of a business that may be subject to New Jersey taxes, an 
investigator will request the officer to direct the vehicle driver to Taxation personnel. The 
investigator interviews the driver to gather information on the company’s activity in New 
Jersey, such as: 

• how frequently the company comes Info New Jersey: 

• whether the driver collects past due accounts; 

• provides installation after delivery; 

• picks up or replaces damaged goods; 

• provides technical assistance; 

• stocks products or conducts inventory; or 

• performs repair or maintenance services. 

In addition, the investigator examines the driver's delivery invoices for corroboration of 
the proffered information. 

The investigator then remotely accesses Division records to ascertain whether 
the business is registered and/or in tax compliance. If the business is not in compliance 
with New Jersey tax laws, the investigator informs the driver of the findings and requests 
the driver contact company headquarters. The investigator explains the findings to the 
company representative, giving him/her opportunity to demonstrate compliance At this 
point in the process, the investigator is able to weigh all the available information and 
make a determination as to whether a jeopardy situation exists and whether a jeopardy 
assessment should issue. 

The evidence is carefully evaluated on a case by case basis, A jeopardy 
assessment is appropriate it the interviews and Diwsion records establish; 
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• The out-of-state vendor refuses to register the business even though the 
business involves transactions sub|ect to New Jersey sales tax or has employees 
subject to New Jersey withholding of gross income tax, 

• The out-of-state vendor, registered or unregistered, owes several tax returns 
and/or underpayments of filed returns. No information is ottered by the vendor 
nor IS information readily available to tie the vendor to substantive New Jersey 
assets such as real property that could serve as surety upon which a lien can 
attach. There is ewdence that business activity began prior to this encounter. 

• The in-state vendor refuses to register the business that involves transactions 
subject to New Jersey sales lax or who has employees subject to New Jersey 
withholding of gross income tax. No information is readily available to tie the 
vendor to substantive New Jersey assets upon which a lien can attach, such as 
real property, or a lease tor a fixed business location in New Jersey. 

• The in-state vendor owes several tax returns and/or underpayments of filed 
returns. No information is readily available to tie the vendor to New Jersey based 
assets upon which a lien can attach, such as real property, or a fixed business 
location in New Jersey. There is evidence that business activity began prior to 
this encounter. 

• The out-of-state corporation has not been authorized by the New Jersey 
Secretary of State to conduct business in New Jersey and as an unauthorized 
foreign corporation has not filed returns or paid the Corporation Business Tax 
due for the years in which the corporation conducted business in New Jersey. 
The out-of-state corporation is not immune from the New Jersey franchise tax 
imposed for the privilege of having or exercising its corporate charter in New 
Jersey or doing business in New Jersey. While Federal Public Law 86-272 
prohibits a state from imposing a tax on income derived by a foreign corporation 
from interstate commerce with many limitations, it does not protect a corporation 
from having to file and pay the minimum tax of the Corporation Business Tax. if 
the corporation conducts activities not protected by Federal Public Law 86-272, 
the income is not protected and is subject to lax calculated on income of the 
Corporation Business Tax. 

• The out-of-state vendor refuses to comply with New Jersey tax laws yet avails 
itself of the benefits of the New Jersey economic market. Physical presence 
nexus may be created by delivery to New Jersey with the vendor's own vehicle, 
even if leased, inventory is maintained in a New Jersey warehouse or other New 
Jersey location, vendor's representative is in New Jersey to further the business 
by soliciting sales or providing services. 

If the facts and circumstances support a jeopardy assessment, it is made 
immediately, and an administrative Warrant for Jeopardy Assessment is issued. 
Arrangements are made for the transfer of guaranteed funds to satisfy the assessment. 
The Warrant includes the details concerning the company's rights to appeal the jeopardy 
assessment, including the filing of an administrative protest with the Division's 
Conference and Appeals Branch: the filing of a complaint in the Tax Court of New 
Jersey; and the refund claim process. 
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The jeopardy assessment process has been successful in leveling the playing 
field for the vendors who comply with our tax laws by taking away the competitive 
advantage gained by those who evade their obligations to the State of New Jersey, ft is 
a program that has resulted in the registration of more than 10,000 vendors, now New 
Jersey taxpayers, and the collection of S100 million in fax revenue due to New Jersey. 
By paying their obligations and playing by the rules, tax compliant businesses make an 
investment in their state and their future. New Jersey has an obligation to protect this 
investment by making sure all businesses follow the same rules. 

I thank you for this opportunity to present the position of the New Jersey Division 
of Taxation, 

Very truly yours, 

' -r'XAlUa.d Lil-iUMA 

Maureen Adams 

Director 

Division of Taxation 
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Thank you Chairwoman Sanchez, and members of the Subcommittee, for the 
opportunity lo submit testimony. 

The Partnership for New York City is a nonprofit organization of international 
business leaders and major employers who are dedicated to keeping our city the 
center of world commerce, culture and innovation. We strongly support H.R. 
5267, the Business Activity Tax Simplification Act of 2008 ("BATSA"), and its 
Senate version, S. 1726, the Business Activity Tax Simplification Act of 2007. 

BATSA would ensure that companies are subject to slate business taxes only in 
those states where they have a physical presence and from which their business 
operations and employees derive (benefits. It would stop the practice begun 
recently by some stales of taxing corporations based on where their customers, 
rather than their businesses, are located. This practice has resulted in significant 
new impositions on companies, in terms of both tax payments and compliance 
costs associated with responding lo widely varx’ing and constantly changing 
taxing schemes adopted b\' various jurisdictions. 
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New York City is a major hub for interstate commerce and many New York- 
headquartered companies transact business in all fif^ states and around the 
world. New York Citj' and State incur huge expenses to supply the 
infrastructure and services necessary' to accommodate these companies. 
Traditional practice in the U.S. has been that states levy business activity taxes 
only on those businesses that have some type of physical presence (i.e., labor 
force or property) in the state. We support this tradition, w'hich is based on the 
premise that a business should pay tax only to those jurisdictions that have 
provided it with meaningful benefits and protections (e.g., education, roads, 
police and fire protection, w'ater and sew'ers). Businesses receive these benefits 
only from the jurisdictions where they are actually located. Businesses should 
only pay tax where they actually earn income, and economists agree that income 
is earned w'here a business employs its labor and capital. 

BATSA would provide the clarit)' and discipline required to maintain a rational 
and hospitable business environment in the United States. It will also protect the 
tax base of America's major commercial centers that are absorbing the costs 
associated w ith the demands of major commercial operations. 

A memorandum discussing these issues in more detail follows this testimony. 
Thank you for your consideration. 


2 
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The Partnership for New York City 

Supports the Business Activity Tax Simplification Act 

The Partnership for New York City strongly supports H.R. 5267, the Business Activity 
Tax Simplification Act of 2008 ("BATSA"), introduced on February 7, 2008 by 
Representatives Boucher and Goodlatte, and S. 1726, the Business Activity Tax 
Simplification Act of 2007, previously introduced bv Senators Schumer and Crapo. 

With a mission to maintain the Qty's position as the global center of commerce and 
innovation, the Partnership for New York City is an organization of the leaders of New 
York City's top corporate, investment, and entrepreneurial firms. They work in 
partnership with City and State government officials, labor groups, and the nonprofit 
sector to enhance the economy and culture of the City. The Partnership focuses on 
research, policy formulation, and issue advocacy at the City, State, and federal levels by 
leveraging its network of CEO partners. Through its affiliate, the New York City- 
Investment Fund, the Partnership directly invests in economic development projects in 
all five boroughs of the City'. 

I. The Issues Confronted by Muitistate Businesses 

With advances in modern technolog)' and the advent of the Internet and electronic 
commerce, businesses today are able to engage in a variety of business transactions with 
customers throughout the countr)' with fewer geographical constraints than ever before, 
As the American economy has become more integrated, the debate surrounding the 
issue of when a state or local taxing authority has jurisdiction to impose a direct tax on 
the activities of an out-of-state business has intensified. The cause of much of this 
debate is the lack of a uniform nexus standard and the outdated provisions of a federal 
statute known as Public Law 86-272.' 

Traditionally, states and localities have levied business activity taxes only on those 
businesses that have some type of physical presence (i.e., labor force or property) in the 
jurisdiction. However, in recent years, some states have asserted that a business's 
economic presence in the state - for example, merely having customers in a state - is 
sufficient to subject that business to lax.^ Members of the business comnrunity continue 
to believe that some type of physical presence in a state or locality is necessary before tax 
mav justifiably be imposed on an out-of-state business.^ The issue of a proper 


' Pubiii: Giw 86-272, 7!^ Slat. 555 (todifiod al 15 U.S.C. 581 et scq.). 

2 A survey conducted by BNA Tax Analysts demonstrates the extent to which the 
states are asserting the right toimposetax on out-of-state businesses based on so- 
called "economic nexus" grounds. Special Report: 2006 Survey of State Tax 
Departments, 13 Multistate Tax Rep't4 (April 28, 2006). 

’ Src Businc'ss Ai Livily Tax Simplifkalion Acl of 21KB; Hoaring on H.R. 5220 B('for(' LIk* 
Subcornmittee on Commercial and Administrative Law of the House Comm. Of the Judiciary, 
lOSth Cong. (2004) (statements of Arthur R. Rosen on Behalf of the Coalition for Rational and Fair 
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jurisdictionai standard has been litigated, but state courts and tribunals have rendered 
conflicting decisions.* Unfortunately, the U.S. Supreme Court has declined to rule on 
the issue, which has created an environment of uncertainty and unpredictabiKty for 
multistate businesses. ^ As states become more aggressive in their attempts to assert 
taxing jurisdiction based on economic nexus principles, the need for certainty has 
become more urgent.^ 

Further exacerbabng the jurisdictional issues faced by multistate businesses are the 
outdated provisions of Public Law 86-272. Public Law 86-272 is a federal law that 
prohibits states from imposing a net income tax on businesses whose activities in the 
state are limited to the solicitation of sales of tangible personal property, provided that 
the orders are accepteci outside the state and the goods are shipped or deKvered from 
outside the state. The law was enacted over fortv-five years ago and it has not been 
amended to keep pace with the changing nature of the American economy. Specifically, 
Public Law 86-272 only protects the solicitation of orders for tangible personal property, 
but over the last few decades the economy has shifted its focus from tangible goods to 
services and intangibles, such as intellectual property. Further, Public Law 86-272 only 
protects businesses from net income taxes and the number of states that have enacted 
non-income based business activity taxes, such as gross receipts taxes, has grown 
dramatically in recent years. These outdated provisions of Public Law 86-272 must be 
adapted for our modem economy. 

These issues are of particular concern to the Partnership because of our concern about 
New York City's economy. New York City has long been a major hub for interstate 
commerce and is home to over 200,000 business establishments.^ New York Qty 
companies transact business in all fifty stales and around the world. These problems 
faced by multistate businesses have reached a critical point and should be addressed by 
Congress. 

II. Summary of BATSA 


Taxation, Jamie Van Fossen, Chair of Iowa House Waj's and Means Commillee, and Vernon T. 
Tumor, Smithfiold Foods, Inc.). 

* Caitipiire A&F Tnuk'matk, Inc. v. Tobon, 605 S.E.2d 187 (N.C. Ct. App. 2(H)4), ccrt. dmicJ 546 U .S. 
821 (2tK)5): Lanco, Inc. i\ Ditcctor, Division of Taxation, 908 A2d 176 (N.J. 2(H)6), ccrt. denied 127 S. 

Ct. 2974 (2007); and Tax Comm’r ofW^est Virginia v. MBNA America Bank, N.A., 640 S.E.2d (W. Va. 
2006), cert, denied 127 5. Ct. 2997 (2007); rvithAcme Roi/aityCo. v. Dir. OfRevawe, % 5.W.2d 72 
(Mo. 2(X12); j.C. Penny NatT Bank v. Johnson, 19 S.W.ld 831 (Tonn. Cu App. 1999), cert, denied 531 
U.S. 927(201X1); and Rylanderv. Bandag Licensing Corp., 18S.W. .3d 2% (Tox. App. 2000). 

Sec, e.g, Limco, inc. v. Director, Division of Taxation, 188 N.J. 830 (2(K)6), ccrt. denied, 127 S. Ct. 2974 
(2007); Tax Conim'r of West Virginia v. NIBNA America Bank, NA.,220 VV. Va. 16.3, cert, denied, 127 S. 
CL. 2997 (2007). 

^ For example. New Jersey retenlly allcinpled to impose lax on a family-owned software 
company based in South Carolina, w'hich had nophj'sical presence in New Jersey, solely because 
the compiury sold licensed sollware to a New' Jciscy cnlily. See Floor SUitemenl of Congressuiim 
Rii'k Boucher on lictroduition ol The Bu.siness AcliviU' Tax Simplifu alion Ait of 21X)8 (Fi'b. 7, 
2008). 

~ See Baruch College, "NYCdata" available at https:/ /www.bdruch.cuny.edu/nycdata/. 
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BATSA has two main components. First, BATSA adopts a physical presence 
jurisdictional standard. Specifically, a state or local taxing authority may not impose a 
business activity tax on an out-of-state business unless the business has a physical 
presence (i.e., employees, property, or the use of third parties to perform certain 
activities) in the taxing jurisdiction. BATSA also provides exceptions for certain 
quantitatively and qualitatively de minimis activities. Quantitatively, a business must 
have physical presence in a taxing jurisdiction for at least 15 days to be subject to tax in 
the jurisdiction. Additionally, a business's presence in a state to conduct limited or 
transient business activities is viewed as being qualitatively de minimis and will be 
disregarded in determining whether the business has met that 15-day physical presence 
threshold. 

Second, BATSA modernizes the provisions of Public Law 86-272. BATSA extends the 
protections of Public Law 86-272 to the solicitation of orders for services and intangible 
property, rather than just tangible personal property. BATSA also treats certain 
qualitatively de. minimis activities in the same manner as mere solicitation, These 
protected activities include those conducted for the purpose of patronizing the local 
market (i,e„ acting as a customer), as opposed to exploiting the local market or those 
involving the furnishing of information to customers or affiliates. BATSA also broadens 
the scope of Public Law 86-272 to apply for purposes of all business activity taxes, rather 
than just net income taxes. BATSA does not apply to transaction taxes such as sales and 
use taxes, 

III. BATSA Provides the Proper Solution to the Issues Faced by Multistate Businesses 

BATSA provides the appropriate solution to the two major state tax jurisdictional issues 
currently faced by multistate businesses by adopting a uniform physical presence nexus 
standard and modernizing Public Law 86-272. 

It has long been accepted that taxes should, at least in part, be payments for benefits and 
services received from the government.® Proponents of an economic nexus standard 
argue that an out-of-state seller receives the benefit of a "viable marketplace" from a 
remote market state, which justifies the imposition of a tax on the activities of that out- 
of-state business,^ However, focusing solely on the seller "exploiting" a market fails to 
recognize the basic economic truth that the customer derives as much benefit from a 
voluntary transaction as does the seller and the basic political truth that state 
governments maintain a "viable marketplace" for the benefit of their constituents, the in- 
state customers, and not for the benefit of out-of-state sellers. 

Further, the imposition of a business activit)'^ tax on an out-of-state seller cannot be 
justified on the basis that the government has provided some nebulous and incidental 
benefit. Rather, the benefits and protections provided by a taxing jurisdiction must be 
meaningful. Businesses only receive meaningful benefits and protections (e.g., 
education, roads, police and fire protection, water and sew-ers) in the jurisdictions where 


IViscofisin v. /.C. Pcnmj Co., 311 US. 435 (1940). 

See Tax Section of the New York State Bar Association, "Nexus Requirements for Imposition of 
Business Activity Taxes" (January 25, 2008). 
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they are actually located due to the presence of a labor force or property. Thus, 
businesses should only pay tax where they have a physical presence. 

Proponents of an economic nexus standard further argue that without sales businesses 
would have no income. But, businesses should only pay tax where they earn income, 
and economists agree that income is earned where a business employs its labor and 
capital (i.e., where a business is physically present). This is abundantly clear when one 
considers an individual "telecommuter" whose employer is in a different state. Where 
does the telecommuter "earn" his or her income? He or she earns that income where he 
or she actually performs business activities, rather than where the emplover, which is 
the customer for the individual’s services, is located. Like telecommuters, the location of 
a business's customers is irrelevant because a business earns its income where it actually 
engages in business activities. Those who sav that income is earned where customers 
are located because without customers there can be no profit would have to say that an 
employee earns income where his or her employer is located because wdthout an 
employer there can be no wages, w’hich obviously makes no sense. 

A physical presence nexus standard is also desirable because an economic nexus 
standard w'ould increase compliance costs and administrative burdens for both 
taxpayers and taxing authorities. Over 3,000 state and local taxing jurisdictions 
currently impose some type of business activity tax and over 9,000 more have the 
authority to impose such taxes but do not currently do so.'" With today's modern 
technology, even the smallest companies can transact business with customers in all fifty 
states, As more state and local taxing authorities attempt to assert jurisdiction over out- 
of-state businesses based solely on economic nexus grounds, these small companies 
could be subject to business activity taxes in thousands of state and local taxing 
jurisdictions. Taxing schemes (e.g., filing methods, tax base computation, 
apportionment formulas) vary widely from jurisdiction to jurisdiction," and taxpayers 
would have to track these differences, as well as any legislative and regulatory 
developments, in each of these jurisdictions. Although some opponents of BATSA have 
claimed that the provisions favor big businesses,^- it is small and medium sized 
businesses that would be dlsparately Impacted if states continued to shift tow'ards an 
economic nexus standard due to the regressive nature of compliance costs,'-’ Some state 
tax administrators have acknowledged that an economic nexus standard is more 
difhcult and costly for state taxing authorities to administer and enforce,’^ Proponents 
of economic nexus ignore these very real practical considerations.” 


' Ernst <!fi Younj^^ "State and Local Jurisdictions Imposing Income, Frondiise, and Gross Receipts 
Taxes on Business," March 7, 2007. 

" See Brief of Arnici Curiae Council on State Taxation, eL al., MBNA Anwrka Bank, N.A., v. Tax 
Contntissiorur of the State oflVesf Virginia, 127 S. Cl. 2997 (corl denied) (No. 06-1228) ai\d Lanco, Inc. 
IK Director, Division of Taxation, 127 S. CL 2974 (2007) (cert denied) (No. 06-12.^6). 

" See, e.g.. Matt Tomalis, Sortie Fatal flaws ofS. 1726, H.R. 5267 and All BAT Nexus Bills, 47 State 
Tax Nolcs 691 (Mar. 3, 2008). 

" Sanjay Gupla and Lillian Mills, How Do Di^ence in State Corporate Jncome Tax Systems A ffect 
Compliance Cost Burdens?, March 2002. 

" Sec, e.g., Eugene F. Corrigan, States Should Consider Trade-Off on Remote Sales Problem (leller lo 
the ('dilor), 27 SlaLi' Tax Notes 523 (Feb. 10, 2(KB). 

” See Tax Section of the New York State Bar Association, "Nexus Reejuirements for Imposition of 
Business Activity Taxes" (January 25, 2008). 
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The BATSA physical presence test would also provide clarity and predictability for 
businesses. Companies must be able to predict and estimate future tax burdens with 
some degree of accuracy in order to engage in strategic planning and budgeting, 
Companies must also be able to accurately quantify future tax liabilities for financial 
reporting purposes.^'’ Under an economic nexus standard, both the particular 
jurisdictions and the number of jurisdictions in which a business must pay tax can 
change solely because a new customer located in a particular state chooses to buy its 
product or because an existing customer decides to migrate to a different state. If 
businesses cannot accurately predict their future tax liabilities, they cannot be expected 
to provide meaningful disclosures to investors. 

A physical presence nexus standard is also consistent w'ith the jurisdictional standard 
that has been used and relied upon in the international tax context for over 80 years. 
The United States, along with most other countries, has adopted a "permanent 
establishment" standard in its bilateral tax treaties. The permanent establishment 
standard requires taxpayers to have a fixed place of business through which the 
business of the enterprise is wholly or partly carried on - in other words, a physical 
presence - in order for a foreign country to impose an income tax on the business's 
profits.'^ Hundreds of bilateral international tax treaties have adopted this "permanent 
establishment" standard, providing uniformity, predictability and certainty for 
multinational businesses for decades.'* If slates w'ere to decouple from this physical 
presence standard, it would likely result in reduced inbound investment and trade and, 
more alarmingly, retaliation by foreign countries against U.S. corporations abroad. 

Along with providing a physical presence nexus standard, BATSA would modernize the 
provisions of Public Law 86*272. Public Law 86-272 was originally enacted in the wake 
of a U.5. Supreme Court decision that authorized the taxation of an out-of-state 
corporation whose only contacts with the state were salespeople permanently assigned 
to the company's in-state sales office. Members of the business community were 
concerned that, as a result of this decision, states would begin to tax out-of-state 
businesses with unfettered authority. Congress responded by enacting Public Law 86- 
272, indicating clear policy judgments that solicitation activities create an insufficient 
connection with a jurisdiction to justify the imposition of a direct tax and that protecting 
such activities would help build a strong and unified American economy. These policy 
concerns remain just as strong today, and to carry out these policies in today's modern 
economy the provisions of Public Law 86-272 should be updated. 


The Fiiranaal Accounting Standards Board ("FASB") rocontly issued FASB Interpretation 
Number 48 ("FIN 48") whicii provides rigorous criteria for accounting for uncertain income tax 
positions (including itic decision not to file a return in a particular jurisdiction) for financial 
slalcnicnl purpc)ses. 

Sec Testimony of Michael F. Mundaca Before the Senate Committee! on Finance, Subcommillee 
on International Trade, "How' Mueli Should Borders Matter?: Tax JursidicUon in Uie Now 
Economy" Oaly 25, 201)6). 

Northwestern States Portland Cnwenf Co. v. Mmnfsota, 358 U.S. 450 (1959). 
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In todav's economy, more and more businesses are selling intangible products and 
services rather than tangible goods. Because Public Law 86-272 only protects the 
solicitation of orders for tangible personal property, many important sectors of the 
economy are not receiving the protections of the law. BATSA appropriately extends the 
protections of Public Law 86-272 to sales of all ty'pes of propertv and services, rather 
than just tangible goods. 

BATSA would also modernize the provisions of PL 86-272 to apply to all types of 
business activity taxes. An increasing number of states are adopting non-income based 
taxing schemes. For example, Ohio has implemented a Commercial Achvity Tax, 
effective July 1, 2005, which imposes a business activity tax based on gross receipts.^*’ 
More recentlv, Texas enacted a Margins Tax that imposes a business activity tax based 
on gross margin (i.e., gross receipts less either cost of goods sold or compensation).^’ 
What is most distressing about this trend is that many of these non-income based taxing 
schemes are specifically intended to circumvent the restrictions of Public Law 86-272. 
For example. New Jersey imposes an alternative minimum assessment based on gi'oss 
receipts, but only on businesses that are exempt from corporate income tax pursuant to 
Public Law 86-272. -- In light of many states’ current fiscal situations, more states will 
likely explore the option of adopting these non-income based taxes. Allowing states to 
avoid the restrictions of Public Law 86-272 by enacting taxes that are not calculated 
based on income, but that essentially have the same effect (i.e., imposing a direct tax on a 
business's activities), would undermine the original purposes of the law. 

The bright-line physical presence test in BATSA provides the most fair and equitable 
standard for multistate taxpayers, and the modernization of Public Law 86-272 is 
necessary in light of the changes that have occurred in oui* national economy. 


Stv Ohio Rc’v. Code §5751.01 et. seq. 
See Texas Code § 171,0001 etseq. 

22 See NJ. Stat. Ann, 54;10A-5ae. 
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Small Businesses Face an Impossible Situation 


Small businesses have always faced great chaUenges. Today, we confront tlie greatest ever. Caught in 
the middle of an enormous struggle between large businesses and greedy states over highly 
complicated tax nexus issues, small businesses are left in an impossible position. The ability' of our 
smallest businesses to participate in Interstate Commerce in the future is now literally at stake. 

Highly aggressi\ e. quickly expanding, and even abusive tax nexus claims made by many states 
amount to nothing short of legalized extortion. Except such claims arc of dubious Constitutionality. 
The Supreme Court has said dc minimis activity is insufficient for creating nexus. But, because such 
acti\'ity has not been adequately quantified into Federal law by Congress or by the Courts, the states 
are using every contrivance possible to defy past decisions which are very clear to the average citizen. 

The result is now propelling our Nation quickly toward the very scenario which compelled our 
founders to include the Commerce Clause in our Constitution. Just as occurred under tire Articles of 
Confederation, greedy, rer’enue-hungry states are today seriously lianniiig our Nation's economy. Our 
own personal cxpcricucc clearly illustrates how real the problem is and how terribly extreme state 
nexus laws have become. No entrepreneur who adequately understands the liabilities facing the 
smallest businesses today would ever contemplate launching a new business tlrat vvould depend on 
making interstate sales of any ty-pc or size. 

The Supreme Court has declined to become further involved in this issue. Only strong action by 
Congress can now prevent major damage to our fragile economy and avert the complete closure of 
interstate markets to our Nation’s smallest businesses. 


The Problem is Very Severe: 

In 1997. our tiny home-based** business, with annual sales of under SIOO.OOO, made a one-time sale 
of our proprietary software to a customer in New Jersey for $69,^, When it became aw-arc of this 
single sale in 2003, the State of New Jersey demanded tliat we pay approximately SI 5,000 in back 
taxes, fees, interest, and penalties. The State further demanded that wc also pay S600 in taxes and 
fees, every year thereafter as tonp as our customer useJ the software, even in years when no sales 
are made in New .Jersey, and regardless of any profit. Since then. New Jersey has become e\'en more 
punitive against businesses located elsewhere, and numerous otlter states have launched similar 
programs to export their local tax burdens. ••Located in (Georgia in IW7, re-located lo South Carolina in 2001 

Hie abuses cire not limited to software. New Jersey' and other states defy protections of the interstate 
Income Tax Act of 1 959 (Public Law 86-272), which prevent any state from imposing an income tax 
for interstate activities where no physical presence exists. Today, if one of your constituents ships a 
box of paper clips to a customer in New Jersey, he is exposed to similar claims. 

Only after more than two years of intense effort that should hav'e gone towanl growing our business, 
after great legal expense had been incurred, and after our case had brought massive negative publicity 
to tlic State, did New Jersey ultimately drop its claim against our company. Wc received no apology 
or compensation for the abusive claims: and we are stiU precluded from making sales from our home 
in South Carolina to customers in New Jersey without exposing ourselves to the same ordeal, again. 

When T testified ’ to the House Judiciary Subcommittee on Commercial and Administrative law in 
2005, Congressman Delahunt immediately understood what the future holds for small businesses: 


"The case presented by Mr. Home, T think, is an egregious example. 
We support you, Mr. Home, and it's got to be addressed." 



195 


The nightmares being reported arc certain to escalate. New Jersey increased its minimum tax 150% in 
2002, Such taxes are effectively borne only by the smallest participants in Interstate Commerce. The 
victims are gciicralh not capable of figh ting they capitulate to reduce tlic risk of larger penalties, and 
they have absolutelv no representation in the matter except right here in the Congress. 

Without clear protections such as BATSA provides, agg ressive states will always seek to stretch the 
limits and to impose their own creative de finit ions to justify' taxation most citizens would consider 
unjust. Similar business activity taxes have already spread to Michigan. Ohio. Texas, and many other 
states. Can anyone believe thev' will not soon be implemented by all states? Every state, even those 
who understand the damage being done, will be forced to implement similar taxes for retaliatory 
reasons. Each state will be forced to rccoup its own legitimate tax revenues siphoned off b\ the more 
aggressive states acting before them. The inevitable result will be the complete closure of interstate 
markets to our Nation's smallest businesses, and great damage to our National economy. 


The Impossible Situation; 

As documented by numerous large businesses, including Smithfield Foods during the 2fX')4 BATSA 
hearing, the burden of complying with so many widely varying tax laws is cnomtotis . Small 
businesses find actual compliance to be impossible and even the expectation of compliance to be 
completely unreasonable. For these reasons, the Supreme Court has declared such claims against 
small businesses to be unconstitutional, in multiple major decisions such as Complete Auto Transit , 

As indicated earlier, the stales simply ignore the total impossibility for any small business to: 

• Become familiar with the widely varying and ever cliangiiig nexus aitd ta.x laws of .^0 States, let 
alone comply with them. How will mom and pop businesses ever be able to comply? 

• Deal with the staggering burden of 1 2,000 differing nexus laws and business activity taxes 
authorized by the states for their localities. How can any small business handle such magnitude? 

• Cope witlt the staggering varictj’ of minor yet vciy common business activities, shown on page 6, 
that subject them to abusive assertions of interstate nexus. 

• Dev'ote the administrativ’e resources necessary to keep business activiri' records for 50 states and 
12,000 localities. Why should we even have to try'? 

• Find funding for the preparation of totally different tax returns for up to 50 states and 1 2.()()() 
localities. How could any government unit even expect us to attempt this? 

• Pay S30.000 per year, or ev’en more, every year forever in minimum business activity taxes and 
fees, even if no sales are made anywhere. This will be the result for every small business, 
regardless of sales or profits, when all 50 stands adopt New Jersey 's Corporate Business Tax and a 
single de minimis sale has been made, in some prior year, in every state. It will be even worse 
when localities arc included. Much history, past and current, lias proven such abusive claims 
against our Nation's small businesses will occur unless Congress acts decisively to protect us. 

• Once confronted with an abusive claim, find an affordable attorney who is know ledgeable about 
interstate nexus issues. When faced with the issue in 2003, calls to every attorney in Atlanta and 
throughout Soutli Carolina specializing in tax or computer law led to no one familiar w ith our 
problem. Of course, we did not call the largest downtow'n firms, because we knew we could not 
afford tlicm. Ultimately, the South Carolina Department of Revenue led us to perhaps the only 
attorney in South Carolina familiar with interstate nexus issues. He told us, up front, that we 
could not afford him, but thankfully gave us a lot of very useful advice, pro bono. 

• Meet strictly enforced time limits imposed by states for contesting aggressive and even 
unconstitutional claims. The logistics of finding adequate and affordable representation for a 
highly complicated issue in a state far away are insurmountable for most small businesses. 
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• Defend itself against an aggressive, away state. Many of the claims made against small 

businesses arc clearh unconstitutional, on multiple grounds. States are nov\ rcgularK asserting 
claims for only de minimis activity in the state. Hiey continue to pursue aggressively even the 
weakest eases because the} know it is virtually impossible for small businesses to fight baek. 

• Finance tlic defense of an egregious claim all the way to the Supreme Court. The states are taking 
maximum ad\ antage of a system that requires all tax cases, including those where substantial 
constitutional issues arc involved, to exhaust all legal remedies within tlic state first. At tliat point, 
the only recourse is to the United States Supreme Court. Few, ifan% , small businesses will find 
this arduous route anything but utterly impossible. 


Our Experience is Not an Isolated Case: 

Our many conversations witli people across the country' show that abuses arc far more common than 
generalK recognized. At the time of my testimony in 2005, we were already personallx aware of 
approximately fifteen small business victims located in multiple states, including tliree represented by 
members of the Judiciary subcommittee. 

We did not search for tltcsc victims. Desperate for help, they found us. from testimony we submitted 
for the 2004 hearing or from numerous magazine and newspaper articles written about our case , Since 
the 2005 hearing, approximately fifteen more businesses have sought us out. also desperate for any 
help tliey can find for dealing with their crisis. One of die calls was from a small trade organization 
representing seafood processors; approximately twenty of tlieir nienibere in the Delmarva area had 
been trapped. When a tiny, home-based business learns of almost fifty small companies across the 
country faced w'ith nexus nightmares, the taie extent of the problem must be enormous. 

We arc completely flabbergasted that almost a dozen attorneys from across the country have also 
called us, cry ing desperately to learn as much as they can as quickly as they can. in order to provide 
adequate representation for their local clients fighting battles with far away states. 

Each of the Judiciary Committee members should clearly understand that small businesses in your 
on-n Stares and in your oun districts arc already being w rongly burdened by greedy states, because 
we lack tlte vital protections every small business assumes already exist. 


The Solution; 


Many small businesses are not yet vocal with dieir support for the Business Activity Tax 
Simplification Act ("BATSA". HR-5267 and S-1726). They are generally totally unaware tliat 
mimcroiis far away states arc now taxing sales they implicitly assume arc protected. Most are unaware 
that states arc also now regularly ignoring or circumventing the basic protections granted by tlic 
Interstate Income Tax Act of 19.''9 (PL 86-272). 

Most have no idea what nexus is, and don't really want to know. Tlicy just want to grow tlieir 
businesses and help expand the Nation's economy. They have no idea tliat tlie sales they are regularly 
making across state lines, through a physical presence in their home state only, are exposing tliem to 
the same nexus nightmares many other small businesses have already encountered. 

As the states employ more powerfiil and more pervasive systems to track the smallest sale made 
anywhere, small businesses will be regularly trapped like a deer in headlights, totally' defenseless 
against what will soon occur, unless Congress uses its broad authority' to protect the right of every 
small business to participate in Interstate Commerce on a reasonably unfettered basis. 
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Our personal experience, plus those of other small businessmen testilx'ing to the House Small Business 
Committee on Febmarx- 1 4, 2008, clearly show w'hat happens when the standard leaves the smallest 
avenue open to abuse by greedy States. Without strong Federal legislation, small businesses nill 
soon be unable to participate in interstate Commerce, on any basis. 

The arguments about state sovereignty and how we must change our tax systems to accommodate the 
Internet economy arc not reasonable forthis debate. Small businesses have their backs to the wall. 
They now face tlie \ cry situation that caused the Founders to give you, the Congress, the power to 
regulate Interstate Commerce. You must now'usethatpow'erto protect our small businesses and even 
the entire National economy. 

Only a strong restatement of the fundamental principles of physical presence will resoh e the tragic 
and impossible consequences small businesses arc lacing. These principles worked so well for more 
than 200 years diat they were simply "understood" and not even codified into law until die Congress 
did so with the Interstate Income Tax Act of 1959. 

It is now urgent that diis Congress modernize that Act quickly to protect our small businesses and our 
National economy . The Act must be expanded to cover all types of sales, both products and sendees, 
and it must prohibit all types of business activity taxes which arc so hannfiil to the smallest of 
businesses. 

Having faced this issue, up close and personal, for almost five years, we know^ the Business Activity 
Tax Simplification Act is exactly what small businesses need. Wc urge the Judiciary Committee to 
use its full resources to insure this bill moves quickly though die Committee and is rapidly passed by 
tlie full House of Representatives and Senate. Only then can our Nation's small businesses safely 
redirect tlicir full energies to growing our economy instead of defending diemselvcs against egregious 
claims of nexus made by a rapidly growing number of states. 

Our economy is in great peril Our Nation cannot afford to allow nexus abuses to damage it liirtlier. 




ProHelp Systems. Inc. ^ 
418 East Waterside Drive 
Seneca. SC 29672 






Katherine S. Home 
Past Vice President 


’ Testimony and complete minscript of the hearing with Mr. Delahuiit's comments are available at this link: 
http://judiciaty,house.gov/Hearings.aspx?ID=124 The oral testimony and additional written information, 
exactiy as submitted to the Siibcomminee, are also included below beginning on page 7. 


ProHelp Systems, Iiic. was a Georgia Corporation, chartered in 1984. It was dissolved in 2007 because of our 
inability to deal with the complc.xily of the inlcTslalc tax and nexus issues wc faced. 
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Small Businesses Face Nexus Nightmares - 2007 

More iiiTonnalion is available al w-ww-linybusmcsslaMiigliUiiarcs com 


Be Careful - Even de minimis Activity in Many States Can Easily Trap Small Businesses' 


No of States ' Activity Within State Causing !Nc\us: Business is NOT Phvsiealiv Present Unless Noted 


MakinL' a Sale is NOT Rwiuireil to Cause Nexus: 

3 Occasional attendance at t raining ortechnical seminar, sponsored by unrelated partv 

26 Occasional business meeting in state at customer site 

1 1 Participation intrftde show, up to 14 days/year, no tangible propertj is brought to show 

26 Business provides supplies or equipment free of citarge for special events in the state 

8 Truck merely passes through state, no deliveries or pickups are made, six or fe\t er times/year 

iO Truck mereh passes iluoiiglt state, no deliveries or pickups are made, up to ivv elv e times/year 

iO Tnick merely passes tluoiigli state, no dclix cries or pickups arc iitadc, more titan twch c/ycar 

36 Business merely sohciisfor sale of services, is prcsciu in state six or fewer day s per year 

15 Business is present in slate merely to dm i-chase goods or scrx ices, iwcnly or fewer days/ycar 

8 Business hits listing in ji telephone book for a city within the state 

23 Business uses telephone answering service within tlte state 

37 Business owns tools/dies located in the stale, used by a supplier charging for his services 

3 1 Inventory is temporarily ui tte state, for processing by supplier ebaranu for liis serv ices 

8 Business sends records to an in state bookkeeper, who charges for tlie serv ices 

3 Business opens an account with a bank iu tltc state, wiiicli charges for its services 

5 Business obtains a loan from a bank in Qtc state, w liich chai-ces for its services 

33 Business uses in state credit service to check credit for new custojuers in state 

18 Business uses in state collection agency, w luclt charges for its serv ices 


Presence in State h NOT reunired to Cause Major Nexus Ixxues: 


4 

15 

3 

8 

24 

43 

20 

7 

KJ,MI.OH.TX.\V.-V^ 


Business advertises in the surte and takes orders otuside the state via telephone 
Website is hosted on server in stale; a sale may not even be required! 

Wcbsiic is merely accessible in slate, not liosicd (Ivcrc. and sales arc protected by PL 86-272 

Business has a link on its website (not in this stale) to a business lociited in the state 

Canned licensed software is sold to a customer in the srate 

Serv ices are sold in the state, no physical presence exists 

Tax reuirn must be filed even when sales are protected by PL 86-272 

Business flics a regislralion of some type vviLb state agencies 

Anything is sold in the state; llic prolcclioiis of PL 86-272 do not apply ! 


Even Minor Presence Causes Maior Nexus Troubles; 

40 Business is present to provide consulting serv'ices, six or fewer days per year 

17 Business is present for one d^' and one dc minimis sale occurs 

37 Business is present for one d^' and one non-de minimis sale occurs 

1 5 Business makes occasional deliveries in state by company tnick 

28 Products are sliipped in letiimable co ntainers to customers in state 


^ Indicates ihc number of slates assertiug llu^- can subject a business to a business acliv ilv lax based solely on 
the business condiicling the listed activity in Uic state, according to IIk stale lax revenue dcpariniculs' own 
responses compiled in the 2(K)7 BNA Suix'cy- of State Tax Departments and Hciily & Schadcwtild’s Anniuil 
Revenue Department Survey, printed in 2007 CCH Multistate Corporate Tax Guide, Volume I . Corporate 
Income Tax. 

^ This activ ily was detennined independently, not from the rcrcrcnccd studies. 

6 



199 


STATEMENT OF 


CAREY J. (BO) HORNE 
PRESIDENT 

PROHELP SYSTEMS, INC. 


on the 


“THE BUSINESS ACTIVITY TAX SIMPLIFICATION ACT" 


before the 


SUBCOMMITTEE ON COMMERCIAL AND ADMINISTRATIVE LAW 


of the 


COMMITTEE ON THE JUDICIARY 
U.S. HOUSE OF REPRESENTATIVES 


September 27, 2005 
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House Subcommittee on Commercial and Administrative Law 


TESTIMONY OF CAREY J. (BO) HORNE 
PRESIDENT 

PROHELP SYSTEMS, INC. 

IN SUPPORT OF H.R. 1956 

“THE BUSINESS ACTIVITY TAX SIMPLIFICATION ACT” 


September 27, 2005 


Thank \ oii Mr. Chainnan, Ranking Member Watt, and members of the Subcommittee for this 
opportunity to support H R. 1956, the Business ActiviK Tax Simplification Act. T am Bo Home, 
President of ProHclp Systems, a home-based software business in South Carolina. It is an honor 
being asked to address an issue so vital to small business. 

1 represent no one but my wife, myself, and our small business. We are here today at personal expense 
to plead for your support for a bill which clarifies that a reasonable physical presence standard must be 
applied when determining nexus for Interstate activity . Our experience clearly shows what happens 
when tlie standard lea^'es the smallest avenue open to abuse by greedy States. Our many 
conversations with people across the Counay also show such abuses arc far more common than 
generally recognized. Without strong Federal legislation, small businesses will soon be unable to 
participate in Interstate Commerce. We are speaking up because thousands of small businesses are 
totally umrv'are of the risks. 

In 1997. we sold one copy of our licensed software to a customer in New Jersey for S695, Because of 
this single sale, the State of New' Jersey now demands that wc pay S600 in ta.xes and fees, every year 
the software remains in use, even in years with no sales, and regardless of any profit Despite tw'O 
years of effort and substantial legal fees. New Jcrsc\ continues to press its claim. 

Should all 50 States adopt New Jersey's Corporate Business Tax, small software developers selling 
just one license in every State would owe $.'^0,000 in business activitv’ ta.xes every year thereafter, 
with no additional sales anywhere. Should localities follow suit, the results w ould tmly be 
astronomical. These arc powerful reasons to stay out of die software business. 

We have little idea where our customers reside, but w'e are proud to have sold software to customers in 
32 countries. Wc have less than $30,000 per year in domestic sales of licensed software. How can wc 
provide jobs, or even remain in this business, if State taxes exceed total sales? 

Tlie abuse is not limited to softw'are. New Jersey’ even defies protections of tlie Interstate Income Tax 
Act of 1959 (P L, 86-272). which prevents States from imposing income tax for Interstate activities 
where no physical presence exists. Today, if one of your constituents ships a box of paper clips to a 
customer in New Jersey, he will be subjected to tiie same tax. 

Ours is not an isolated case. We are personally aware of small business victims in multiple States, 
including three represented on this Subcommittee: North Carolina, Wisconsin, and Virginia. Wc did 
not search for these victims. Desperate for help, they’ foxmd us from testimony we submitted to this 
Subcommittee last year or from numerous articles written about our case. Each of \ou should 
understand that small businesses in your awn State arc o/rearfv being wrongly burdened by greed}- 
States. 
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The nightmares are certain to escalate. New Jersey increased its minimum tax 150% in 2002, Tliis tax 
is cffcctivcK borne onh b} the smallest participants in Interstate Commerce. Tlie victims arc 
gcncralh not capable of fighting, they capitulate to reduce the risk of larger penalties, and tlicv have 
absolutely no representation in the msXitr except right here. Wliy should anyone believe this tax will 
not soon be increased again, and spread to oilier States? Without clear protections such as BATSA 
provides, aggressive States will alwa\'s seek to stretch the limits and to impose tlicir own creative 
definitions to justify taxation most citizens would consider unjust 

No small business can possibly cope with the widely varying and ever changing laws of 50 States, tire 
administrative burdens of keeping records by State, or the costs of preparing and filing multiple 
returns. Nor can we afford lo pay inflated tax c laims or legal fees required to defend against them. If 
Smithfield Foods has difficultv complying with State tax laws, as Traev Vernon testified last year, 
how can small businesses ever do so? 

Man\ small businesses arc not \ ct vocal with their support for this legislation. Most have no idea tlicv 
may be involved in nexus issues or what nexus even means. They arc totally unaware that many 
States will attempt to tax their activities. But, as information tracking svstems become more powerful 
and pervasive, and as tltc Internet changes the very foundations of Interstate Commerce, small 
business will be trapped like a deer in headlights, totally defenseless against what is certain to happen, 
unless Congress uses its authority to protect us. 

Mr, Chairman, T w ould love to continue explaining wh\ small businesses desperately need your help. 
My cime is up, and T have provided more in writing: so I will close with one thought. 

The growing constraints on our participation in hitcrstatc Commerce will ultimately impose economic 
costs our Countrv' simply caimot afford. Please act on this bill before more damage occurs. 

Again, it's been an honor to speak to you: and Iwill be happy to answer questions. 


Additional Information 


One very positive aspect of our saga has been tiic realization tliat our rcpiesentative democracy works 
far better than vve have been led lo believe. We have been treated witlt courtesy, respect, and great 
empathy b\ the hundreds of representatives, state and federal officials, attomevs, businessmen, news 
editors, and private citizens we hav'e spoken with about our ordeal. Witliout their enormous support 
and encouragement, we simply would not be here today. 

All of our Company's work is performed in our home, we are the only employees (though vve hav e had 
additional employees in prior years), and our company is our sole source of earned income. Our 
company is incorporated in Georgia and registered in Georgia and Soulh Carolina. We have elected S 
Corporation status, operate and pay taxes as such, and file appropriate returns in Georgia and South 
Carolina each year. We pay employment taxes to South Carolina, and we acknowledge nc.xus in both 
Georgia and South Carolina. AH work is conducted in South Carolina via the telephone, the Internet, 
and the U. S. Postal Service. 

Tire State of New Jersey’ is asserting a claim of nexus against our compziny due to tire sale of seven 
intangible software licenses during the period 1997-2002. During this period, we generated total 
rev’enue from New Jersey-based customers of $6,132. B\' year, our sales into New Jersey for that 
period were $695. $0. $0. $0. $49, and $5388, rcspcctivciy. Those arc single dollars, not $K, $M, or 
$B. Of this total. $5,133 was derived from the actual license sales and $999 from additional services 
performed in South Carolina after the original sales. 
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New Jersey acknowledges that its original claim of nexus was based solely on the existence of these 
seven software licenses within the state. New' Jerse\’’s claim of nexus will be made as long as any 
licenses remain in use within the State, even if wc ccasc accepting all business from Nevs Jersc\ 
customers and generate zero future income from sales into the State. It is important to note there is 
nothing special about our license; it is very similar to ones provided witli shrink-wrapped software 
commonly available at electronics or oflQcc supply' stoics sudi as Best Buy or Staples. 

New Jersey’s claim of nexus generates a rcquiicmcnt for our company to pay $.^00 per year as the 
New Jersey minimum corporate tax and $100 per year for Corporate Registration fee, every year. 
e\ en in years when we ha^ c zero sales in New Jersey and have no otlicr business acti\ itv in the State. 
(If not for the minimum corporate tax and registration fee, our calculated tax would be less than 
$1.00 in our best year.) 

We ha^’e been advised by tlie New Jersey Division of Taxation tliat the only way to remoxe our future 
liability for paying this $6()<) per year in tax and fees is to: 

(1 ) stop accepting all orders from New Jersey, 

(2) have zero New Jersey income, 

(3) terminate all existing software licenses, and 

(4) have our customers remove all licensed software from their systems. We have been advised 
tltat we cannot terminate our nexus in lliture years by abatidoniiig our license agreements aitd 
giving clear title of the software to our customers. 

We have met these requirements, as of December 3 1, 2003. through tlie following actions: 

• Wc have terminated all of our national advertising. Our sales arc down significantly as wc 
attempt to refbens our activity into Georgia and South Carolina only, 

• Wc have stopped accepting all orders from New Jersey locations. We cannot accept any 
business, of any type, from New Jersey locations until small business is given the 
protection it must have in order to pailicipate in Interstate Commerce on a free and 
unhindered basis. In January 2004. wc reftised to accept a firm order for $15,000 of remote 
services from a Georgia customer who would have made payment through a New Jersey 
office. The risk of validating their claims of nexus in future years was simply too great for tis 
to accept. Needless to say. this decision hurt our business badly, 

• We have temiinated all software licenses in New Jersey, and our customers have removed all 
licensed software and replaced it with new, unlicensed software. As a result, our intellectual 
property no longer receives the protection it must Imve in order to insure its viability for future 
enhancements and improvements and for our future income. 

These actions have combined to significantly reduce and inhibit our participation in Interstate 
Coimncrcc. reduce our sales, reduce our personal salaries, and reduce our payments of badly needed 
Federal and South Carolina tax revenues. We have become so concerned about the risk of our 
continued participation in Interstate Commerce that we are asking ourselves: “Why bother? Can we 
afford the risk? Should wc terminate the business before it gets worse? " 

Our situation, and that of all small businesses participating in Interstate Commerce, is simply 
intolerable. Had we sold just one $695 Ucense in 1997 and not derived any flirther income from New 
Jersey customers, wc would still be subjeetto the requirement of paying $600 per year in New Jersey 
taxes and fees as long as our customer coutinues to use the license. To fight this horribly unjust 
taxation, we have been forced to spend thousands of dollars in legal fees to defend ourselves: and we 
arc continually distracted from pursuing our normal business activities which generate all of our 
earned income. 
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Making the situation even worse, New Jersey has since expanded its regulations to assert nexus 
against all companies deriving any type of inettme from New Jersey customers, regardless of 
physical presence or de minimis activity. Tliis latest provision of New Jersey tax regulations 
includes the sale of tangible products and is in direct defiance of Congressional intent and the ph\ sical 
presence standard of Public Law 86-272. Should all 50 states adopt these same provisions, the sale of 
a single box of paper clips in each state, at any point in time, would generate the requirement to file a 
state tax return in cvciy State and to pay $30,000 in minimum taxes and tees per year, forever, even in 
years when no sales arc made in those states, unless crucial steps arc taken promptly to tenninate 
nexus. And, New Jersey does not make that termination easy. 

More importantly, no company can survive by continually paying taxes on zero profits or by 
paying taxes greater than total sales. After ourtotal sales are reduced by amounts not related to 
licensed software, by amounts for services, and by international sales, wc have less than $3().()()0 in 
total domestic sales of licensed software. How can wc develop, market, support products, and provide 
jobs, or even remain in this business, underthose circumstances? 

New Jersey is not the only State adopting highly aggressive tactics which threaten small businesses. 
Such tactics are becoming more prevalent each year, and BATSA will stop the abuses. BATSA is 
simply vital for protecting small businesses by clearly codifying numerous existing judicial precedents 
and Congressional intent inherent in Public Law 86-272 and by providing a uniform and bright-line 
standard of physical presence for nexus. 

Wc realize there arc multiple sides to cvery^ issue; for BATSA. there arc least three: 

• Small businesses: Hopefully, wc arc sufficiently conveying why foe passage of BATSA is so 
absolutely critical if small businesses are to participate in Interstate Commerce, 

• Large businesses: Having worked for and with large businesses for many years, we 
understand and support their need for clarity and simplification of the nilcs which would allow 
them to devote more attention to delivering products and services instead of defending 
themselves in legal aciions. 

• The States: Why are they so strongly resisting BATSA? 

(a) Wc totally reject their claims of State sovereignty. Our Founding Fathers, who created the 
best form of government our world has known, wisely understood that Federal regulation 
would be \ ital toward assuring a vibrant National economy and gave the Congress broad 
powers to regulate Interstate Commerce. They ineludcd tiic Cx)mmcrcc Clause to cure a 
problem tliat had already occurred during foe Colonial period. It is the exact problem 
small businesses face today: greedy Slates, totally unconcerned about the National 
economy . The Commerce Clause gives this Congress very^ clear and absolute audiority to 
regulate this critical area of our economy. Witliout question, Congress has absolute 
jurisdiction to protect the rights of hxmdreds of thousands of small businesses attempting 
to participate in Interstate Commerce, fiec fiom undue burdens associated with paying 
taxes in multiple States; and foe States ceded all rights for any claims of sovereignty over 
this issue when they joined the Union. 

(b) Wc also reject their wildly exaggerated claims of lost revenues. Several analyses have 
been made, but has a single one ever factored in the loss of hundreds of thousands of jobs, 
perhaps millions, because small businesses catmot safely participate in Interstate 
Commerce? Wc can guarantee that tax revenues obtained from small businesses will 
begin declining soon, and many jobs will be lost, unless our problem is corrected now. 

No small businessman, once he understands the risks involved, will dare participate in 
hitcrstatc Commerce. 
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The distribution of taxable income may change among the States, but it should. Wc 
do all work from our home: all of our economic activity occure there. Shouldn't we pay 
all our taxes to South Carolina? Shouldn't this apply equally to large businesses with no 
ph\ sical presence in a State? If a State's revenue drops due to passage of this bill, it is 
because the State is already engaging in unfair tactics; and its revenue should and must 
drop. Many States are already losing a portion of their own legitimate tax revenues to 
the greedy States. 

(c) A possible threat to States' revenues arises from the improper use of intangible holding 
companies. If an intangible holding company licenses intangible propertx' to an unrelated 
company, then it should receive the protection the physical presence standard prov ides. If 
tlie intangible holding company operates only to avoid taxation, vvitlioul otlicr legitimate 
business purposes, the States have sev’eral remedies they liave traditionally employed to 
prevent loss of income; and many States have already enacted one or more of them. So. 
tliis issue is no reason to avoid prompt passage of diis bill. 

New Jersey is targeting numerous small businesses which sell to Casinos and therefore must be 
registered (by die Casino, not the small business) with the Casino Control Commission (CCC). Tlie 
CCC even sends registrants a letter clearly indicating diey don't Itave to do anything else unless they 
sell more than S75,000 to a single casino in a single year. No mention is made of any State 
requirement to file or pay income taxes simply because an Interstate sale has been made. We even 
called, twice, to verifv' there were no additional steps for us to take . New Jersey is also using all other 
possible types of such independent registrations to pursue small Interstate businesses. 

Further, and it is a matter of public record. Governor McGreevey ofNew Jersey was asked by the 
media during tlie signing ceremony for its CBT tax increase about the effect the tax would have on 
small businesses. The Governor indicated that New Jersey would not be going after small businesses. 
It is now clear chat he had tittle or no control over his State agencies, was mistaken, or simply lied 
about what was soon to begin. New Jersev' has tlius violated basic requirements of Due Process and is 
at least guilty of the entrapment of man\' small businesses. 

Many scholars and tax experts believe tlie Supreme Court has spoken very clearly in numerous 
decisions regarding Interstate nexus issues and the Congress has spoken very clearly with the physical 
presence standard in Public Law 86-272. Given tlic problems so obvious today, how can any one 
justift not providing total clarity for a// sales? How can any one justify our paying any tax to any State 
except South Carolina or Georgia, where all of our economic activity occurs? 

Customers in other States occasionally seek to buy our products because similar products are not 
available in their own State, ours are superior for their needs, orouisare less costly. Customers 
buying our products actually save money by doing so, thereby increasing their own profits and tlieir 
own tax obligations within their own States. New Jersey has provided no sendees to our Company. 

We have not attempted to market explicitly to customers in New Jersey, To the contrary, customers in 
New Jersey came to us because our products provide some advantage to them. Why should such a 
purchase create a new tax obligation for our Company? The Congress is going to great lengths to 
promote free mtcmational trade while this horrible situation restrains trade widiin our own borders. 

As a private citizen and small bnsincssmatL 1 have concluded the passage of BATSA is the fair and 
right thing to do for all business, both large and small, that it is vital for protecting small businesses, 
that it is vital for protecting jobs and our economy, that States' claims of various harms are ill-advised 
and simply not tme, and that all sales should be treated equally as intended by tlie Congress when it 
passed Public Law 86-272. Otherwise, very large portions of our economy (i.c., intellectual property, 
remote sendees, and small businesses in particular) become higlily disidv'antaged in their conduct of 
Interstate marketing activity . 

Because physical presence was intended to be the current standard, BATSA would neither diminish 
the taxing powers of state and local jurisdictions nor reduce state and local tax revenues. It will allow 
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businesses to concentrate on growing our economy and providing jobs, instead of arguing legal points 
at great cost, by ensuring no undue burdens hinder Interstate Commerce. 

We beg for your support and prompt passage of this bill, on behalf of die thousands of small business 
owners nationwide whose economic fiitures rely on it and on behalf of continued strength in our 
National economy. 


Carey J. Horne, ProHelp Systems, Tnc. 


Carey J . "Bo’' Horne is President of ProHelp Systems, Inc., a software dev^elopment firm located in 
Seneca. South Carolina. Founded by him in 1984, ProHelp designs, develops, and markets highly 
complex and specialized product configuration, engineering, and manufacturing softv\arc systems for 
ma-jor electrical equipment manufacturers. Engineering software developed by ProHelp has been 
designated as "best in our world-wide oiganization" by a large, multi-national manufacturer. ProHelp 
also creates systems integration software for midrange and mainframe markets, including printing and 
communications utilities used by programmers throughout the world. 

Bo began his career with the Cutler-Hammer products group of Eaton Corporation and held various 
management positions in engineering, materials, manufacturing, and information technologies within 
the Industrial Control Group. With a strong background in all disciplines of plant operations, he is an 
acknowledged expert in Motor Control Centers and has developed comprehensive engineering 
software for three ofthe top five manufacturers. He developed tlic industr\''s first product 
configuration system for Motor Control Centers provided directly to architects, design engineers, and 
electrical distributors. 

He is a simmta cum iaude graduate of The Georgia Institute of Technology with a degree in Electrical 
Engineering, 
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IDSIFMA 

Induttry and 

Financial Markets Asscdation 


Statement of the Securities Industry and Financial Markets Association 
Submitted to the House Judiciary Subcommittee on 
Commercial and Administrative Law 
June 24, 2008 

H.K. 5267, the Business Activity Tax Simplification Act 

The Securities Industry and Financial Markets Association (SIFMA)' supports H R 5267, the tinsiwss 
AcfivUy Tar Simplification Act (“BATSA") This important legislation would provide necessary clarity 
regarding the application of state or local government business activity taxes to companies that do not 
have a physical presence in the taxing jurisdiction. The bill would provide this clarity by establi^ing 
bright lines specifying the amount of physical presence in ihejurisdiction needed to trigger tax liability 

In 1992, the U.S. Supreme Court ruled in Quill Corp. v. North Dakota that a state could not require an 
out-of-state business to collect sates and use tax unless that business has a **sub$tantial nexus" within the 
taxing state. At that lime, the Supreme Court declined to explicitly rule on the nexus standard as applied 
to business activity taxes. Many tax experts inferred that the same standard logically should be applied in 
the case of the direct imposition of business activity taxes Unfortunately, over time, state and local 
governments have increa»ngly sought to define “substantial nexus" much more expansively, leading to 
costly litigation and uncertainty for both business taxpayers and state and local governments 


More recently, the U.S Supreme Court refused to review two lower court cases that challenged the 
constitutionality of state efforts to tax out-of-state companies based on “economic presence” rather than 
"physical presence " Refusal to review these cases has added to the existing uncertainty and increased the 


' The Sccuniics Indusln iind PiiKincial Markets Assoaalion bnngs together the shared imcicslsof more llun650 securities 
Tinns. bonks and asset managers SIFMA 's mission is to promote policies and practices tlvn u ork to cxpind and perfect 
rnaikcts. foster the de\clopmciM of nc\i products and sco kcs and create cfTtcicncics for member finns. while picscr\ ing and 
enhancing the public's trust and confidence m the markets and the mdustr> . According to the Bun:.iu of Labor Statistics. iIk 
U.S. sccufilics industry employs nearly WXl.tXNi indi\ iduals. and its personnel ireinagc the accounts of nearly Winillion 
imcsiofs directly and indiiecth through corporate, thrifl. and pension plans In 2005. Ilie industry generated an estimated 
S.V22 .4 billion in domestic icsenuc and an cstimnicd S474 billion in gt^al ic\ cnucs. 
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need for Congressional action to clarify when a state can tax a business with little or no physical presence 
in the state. 

BATSA removes confusion and the potential for double taxation inherent in the absence of clear rules 
specifying when state or local governments can impose business activity taxes. This is particularly 
important to the financial services industry because some jurisdictions seek to impose business activity 
taxes on companies that have no physical presence in the state but that increasingly serve customers 
remotely through mail and the internet. 

By establishing clear and consistent bright-line standards, H.R. 5267 will provide certainty in interstate 
commerce to both businesses and to state and local governments. Slf MA urges Congress to act on this 
important legislation. 
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Industry Association 

lOSOVtrmencAvi NW Sixth Fleer 
Wulwcton. DC 2000S^S 
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The Honorable John Conyers 
Chairman. Commitiee on ihe Judiciary 
U S. House of Rcprcsenlalivcs 
Washington. DC 20.S15 

Dear Chairman Conyers and Members of (he Comminee 

On behalf of (he Software & Information Industry Association (SIIA), I urge you to support 
H R 5267, the Business Activity Tax Simplification Act (BATSA), legislation to establish a 
bright-line physical presence nexus standard to clarify that physical presence is the constitutional 
standard for imposition of business activity taxes 

As the principal trade association of software and digital content companies, the more than 500 
members of SNA are software companies, e-businesses, and digital information service companies 
The software and information industries are critical drivers of (he U.S and global economies, as 
they are among the fastest growing and most important industries In 2005, these industries grew 
nearly 1 1 percent, compared with 3.2 percent for the economy as a whole ' 

Over the past several years, there has been a dramatic increase in state eftbrts to collect business 
activity taxes from non-resident businesses This unfair and troubling practice poses a 
substantial threat to high-growth technology companies that comprise SlIA's membership, 
particularly smaller and medium-sized entrepreneurial companies that do not have the resources 
to spend on litigation to fight unfair and unlawful state audits 

If enacted. H R 5267 would establish a bright-line physical presence nexus standard for states to 
apply in assessing business activity taxes Importantly, the legislation would not impose any 
new restrictions on states' taxing power, rather it would merely clarify states' existing authority 
to tax interstate commerce. 

Enactment of HR 5267 is critical to ensure the continuation of a legal framework that 
encourages investment in the digital marketplace and the benefits it provides for interstate 
commerce If the digital marketplace and interstate commerce continue to be stifled by unfair 
state taxation practices, all states— and the U.S. economy— will suffer the consequences 

Thank you for your attention to this important issue. 1 urge you to support H R 5267. 

Sincerely yours, 

/(C \JaA^ 

Ken Wasch 
President 
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Testimony of Barry Godwin 

Before the United States House of Representatives 
Committee on the Judiciary 
Commercial and Administrative Law Subcommittee 

June 24, 2008 

I. Introduction 

Ms. Chairwoman and Members of the Subcommittee, thank you for 
inviting me to express my views concerning H R. 5267, the Business Activity Tax 
Simplification Act, and the issues it addresses. 

I am the Controller at Stingray Boat Company. Like most small business 
managers, I have multiple responsibilities and perform various tasks. Stingray 
Boat Company was founded by Al Fink In 1979, where Al remains the President 
of the company. Al Fink remains keenly involved in the company, from its roots to 
the top. Stingray Boats is located in Hartsville, South Carolina, employing 240 
individuals full time. We are. by all standards, the epitome of the American 
Dream, and a small business proudly dedicated to our employees and their 
families. Stingray builds fiberglass boats from 18 to 25 feet in length. We ship to 
almost every state within the United States, Canada. Europe and Australia. 

In my testimony, I will relate three differing experiences that I have had 
with three different states. I am seeking clarification of 

P.L. 82-272, as each state is interpreting how tax nexus has occurred between 
us and them. The burden placed upon Stingray is to incur legal fees, accounting 
fees and time to address each state as they seek to attach an economic nexus to 
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Stingray business activities. This is another tax in addition to the sales tax 
incurred by the independent dealer in the jurisdiction of that state. 

Until three years ago, we were unaware of nexus implications as it relates 
to taxes. In 2005, we began to hear more about nexus. We became aware of 
where the State of New Jersey had stopped another boat manufacturer’s boat 
load due to nexus issues. We researched what nexus meant to us. Our activities 
within all states are the same. We operate according to P.L. 82-272. Our boats 
are sold to independent dealers. All orders are taken within the State of South 
Carolina via the telephone or internet. Boats are paid for before delivery is taken 
by the dealer. Sales representatives from Stingray may travel to see a dealer 
from time to time but do not operate a “Stingray office” within that state. Dealers 
visit Stingray each year to review new products and test drive the boats. The 
boats may be delivered to the dealer on our trucks or by a contract carrier. We 
reimburse the dealer for warranty work performed by them on our boats. We 
believe we are operating within the law. 

II. The State of Maine vs. Stingray 

In 2006, a revenue agent from the State of Maine sent a letter to us 
regarding our actions within that state. I responded to Mr. Flynn (representing 
the State of Maine), that we believed that we were operating within the confines 
of the law. After I had completed a nexus questionnaire, Mr. Flynn told us that 
we had created nexus by paying the independent dealer for warranty work 
performed on one of our boats. Stingray did not perform the work, but because 
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we had paid the dealer our action created nexus. ! objected to the revenue 
agent, but we decided it would be less costly to pay the retroactive taxes and 
fines than to pursue the matter in the courts. The State of Maine agreed to 
require us to file from 2003 through 2005 and abate any penalties during this 
period. 


III. Washington State vs. Stingray 

In mid 2006, we received notification from Washington State that we had 
created nexus with that state as well. In this case, revenue agent Delay cited 
that we had significant activities within the stale of Washington which created tax 
nexus. Mr. Delay told me that because we were a member of the Northwest 
Marine Trade Association (NMTA) it demonstrated that maintaining a market in 
Washington State was crucial to Stingray, thereby creating “significant activity" 
and nexus. We maintained a membership in the NMTA to receive a 
manufacturers discount on floor space at the boat show for the dealers in the 
state and hold our spot for floor space in the future. Because of Washington 
States allegations, we have cancelled our membership in the NMTA. 

Mr. Delay cited the fact that our sales representative travels to 
Washington State as another reason Stingray created nexus. Our sales 
representative, who lives in Nevada, travels to visit the Washington dealer 
approximately three times per year. Sales calls to the independent dealers are to 
discuss improvements to the boats and other business issues. This Washington 
dealer had approached us to sell Stingrays. The dealer had flown to South 
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Carolina to meet with our vice-president of sales and company president. The 
dealer tested our product while here and we mutually agreed we would be good 
for each other. Since being approved, all orders have been taken via the 
telephone or the internet. I have appealed to the Washington State Department 
of Revenue the tax ruling by the tax agent and I am waiting a resolution. 

IV. The State of New Jersey vs. Stingray 

On July 23”^, 2007 I received a call transferred over from our truck fleet 
dispatcher at 10:15 am. The person on the other end was Ms. Kostak, a revenue 
agent for the State of New Jersey. I was immediately told that our truck had 
been pulled over at the weigh station on the interstate highway and could not 
move until we paid New Jersey for jeopardy assessment taxes. I asked Ms. 
Kostak why they were doing this. I was told that we had a dealer in the state of 
New Jersey. This incident was becoming unbelievable, so I asked her to fax me 
proof that she was who she said she was. I asked what I could do to let the 
driver go and I was told to pay them money. I asked how much and I was told it 
depended upon our sales into New Jersey. I looked up the sales for the past 
seven years as requested and Ms. Kostak quoted me a figure of $46,200 to 
release the truck. I then told her I would need to discuss the issue with our 
company president. Ms. Kostak told me I had until 1pm that day to get them the 
money or the truck would be impounded and we would need to make 
arrangements for the driver. I asked her, “Can I not send you a check or work 
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something out to let the truck pass through New Jersey?" and I was told to wire 
them the money. 

I first talked to our truck driver and asked him what had happened. Our 
driver was passing through the State of New Jersey carrying a load of boats for 
deliver into Massachusetts. Our driver told me that the agent pulled his rig over 
at the weigh station and asked him if we had a boat dealer in New Jersey. The 
driver had never delivered into New Jersey and told Ms. Kostak that he did not 
know. (Our driver told me that there were ten other trucks stranded at the 
weigh station for the same issue.) When he did not know of a New Jersey 
dealer, he gave Ms. Kostak our home office number and the dispatchers’ name. 
Ms. Kostak called our dispatcher and found out that we have a dealer in New 
Jersey, asked more probing questions and then was passed over to me. 

I then discussed the situation with our company president. We decided to 
call another boat manufacturer who also had been stopped by a New Jersey 
revenue agent while transporting boats through New Jersey, Their company 
president of told us that his boat company had spent over $140,000 in legal fees 
and the issue was not yet resolved after two years. We were also given the 
company’s legal contact. I contacted the attorney to find out our options. The 
attorney was not encouraging and did not feel we could win against the State of 
New Jersey. The attorney told me that it was very likely that unless we paid the 
amount requested, our trucks would be stopped each time thereafter in New 
Jersey. The attorney suggested that we pay the amount demanded and then 
appeal in the tax courts of New Jersey. After consultation with our company’s 


5 



214 


president, we decided to pay what Ms. Kostak demanded so that we could free 
our load of boats to be delivered and let our driver go. 

I called Ms. Kostak again, by now it was close to 12:30 in the afternoon. I 
told Ms. Kostak that I was appalled of how the State of New Jersey was 
operating. I asked her for what reason had we created nexus with New Jersey. I 
told Ms. Kostak that we believed we were operating within the law. Ms. Kostak 
told me that because our trucks had delivered our boats into the State of New 
Jersey that this action created nexus. Ms. Kostak reminded me of the deadline 
to pay them the money or our boats would be impounded. I knew we had boats 
to deliver into another state and my only choice was to wire the money, which I 
did. Ms. Kostak had to certify that the funds were in the bank before releasing 
our property. Finally, at 1:30pm our truck and driver were on the road again. 

When our truck crossed the New Jersey state line, Stingray did not have 
an outstanding issue, warrant or any other legal matter or business activity with 
New Jersey, If fact, the Stale of New Jersey did not know we had an 
independent dealer in the state. Ms. Kostak gathered “evidence” along the way 
to invoke jeopardy assessment against Stingray. The manner in which the State 
of New Jersey acted is commonly defined as extortion. Fortunately, I have never 
been the victim of a crime in my life. But, that day in July, I believe I was strong- 
armed by a state of the United States of America. Under the theory that nexus 
existed, I and my company were treated like someone on the run from the law. 
This entire episode was an unbelievable manner in which to conduct business. 
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Since that day, we have paid almost double the original amount that Stingray 
“owed” in interest and taxes. 

V. Conclusion 

I thank the Chairwoman and Members of the Subcommittee for 
considering this written statement. I believe that the small businesses of America 
are well served by the Committee’s attention to these issues so important to our 
survival and future business in America. 

I am sure each state within the United States has reason for “interpreting" 
P.L, 86-272, Unfortunately for small business, the end result is confusion, 
unexpected costs, another “hat” for small business owners to wear and as 
testified above a restriction to interstate commerce. I urgently ask the 
Subcommittee to clarify 

P.L, 86-272 to eliminate unwarranted time and cost burdens placed upon 
small businesses and that the committee of jurisdiction, pass much needed 
legislation recently introduced by Congressmen Rick Boucher and Bob 
Goodlatte. 
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Madam Chairwoman, Ranking Member Cannon and members of the Committee: 

On behalf of the Tax Foundation, I appreciate the opportunity to submit this 
statement of testimony regarding H.R. 5267, the Business Activity Tax 
Simplification Act of 2008. 

The Tax Foundation is a non-partisan, non-profit research institution founded in 
1937 to educate taxpayers about sound tax policy. Based in Washington, D C., 
our economic and policy analysis is guided by the principles of neutrality, 
simplicity, transparency, and stability. We aim to make information about 
government finance understandable, such as with our annual calculation of “Tax 
Freedom Day," the day of the year when taxpayers have earned enough to pay 
for the nation’s tax burden and begin earning for themselves. 

While we, as an institution, take no position on the bill itself, we believe that 
retaining a physical presence nexus standard for state taxation of business 
activity is an essential part of a neutral, simple, transparent, and stable tax 
system. State efforts to move away from a physical presence standard 
undermine these principles and threaten to do long-term harm to economic 
growth. 

In 2007, Americans spent $175 billion in online retail transactions, up 21 percent 
from the year before and accounting for six percent of total sales.'' Although the 
proportion Is still small, it is growing quickly. 

Economic transformation and integration have always been features of the 
American economy, even back to the period of the Founding, Similarly, it is not 
new for states to seek revenues by shifting tax burdens away from the majority of 
voting residents, such as with changing nexus rules. Because economic 
integration is greater now than it has ever been before, the economic costs of 
nexus uncertainty are also greater today and can ripple through the economy 
much more quickly. 

For example, if a New York company sells a product on its website to a California 
purchaser via servers in Ohio and Colorado, is the transaction everywhere, 
nowhere, or always somewhere at a given point in time? A physical presence 
rule provides an easy and logical answer to where the transaction is located, 
identical to the answer given for brick-and-mortar businesses: New York, where 
the company’s property and payroll are located. 

Proponents of economic nexus are mostly unanimous in rejecting that choice, but 
they would substitute only uncertainty about the ultimate answer. Inflicting this 
uncertainty on our economy, as states have begun doing in absence of a uniform 
physical presence standard, would be disastrous.^ As long as state tax systems 
are defined by geographical lines, consistency requires that taxes be imposed 
only on individuals and businesses within those geographical lines. 
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Our written testimony makes two broad points. First, the physical presence 
standard limits destructive and likely unconstitutional state efforts to export tax 
burdens, efforts that stifle interstate commerce and harm economic growth. 
Second, a uniform physical presence standard would decrease transaction costs 
for interstate commerce, especially small businesses using mail and the Internet. 

A Uniform Physical Presence Standard Limits Destructive and Likely 
Unconstitutional State Efforts to Export Tax Burdens 

The U S. Constitution came about in large part because the federal government 
initially had no power to stop states from setting up trade barriers between each 
other. Many states sought, as they do today, to protect domestic enterprises by 
burdening or discouraging out-of-state competitors with heavy taxes and import 
restrictions, harming these businesses and the economy as a whole. This race- 
to-the-bottom directly led to granting Congress the power to regulate interstate 
commerce.^ 

State officials still have every incentive to pursue beggar-thy-neighbor tax 
policies designed to shift tax burdens from voting in-state residents to out-of-state 
residents and businesses unable to resort to the ballot box. Not only does 
democracy not prevent harmful tax exporting from occurring, it actually worsens 
it, since services can be provided to a majority of voters, paid for by non-voters. 
As scholar Daniel Shaviro put it. “Perceived tax exportation is a valuable political 
tool for state legislators, permitting them to claim that they provide government 
services for free."'^ The Supreme Court, using its dormant commerce clause 
jurisprudence, has intervened to stop some of the more egregious state actions; 
but its scope and power in this regard is limited.® It is thus up to Congress to 
exercise its power to protect interstate commerce. 

The Tax Foundation has catalogued the growth In state tax exporting. 
Increasingly, states have Imposed higher, non-neutral taxes on products and 
services more likely to be used by non-residents, such as hotel rooms and rental 
cars; they have enacted subsidies and tax credits to favored in-state activities but 
not out-of-state activities; and they have shifted corporate tax burdens by 
changing apportionment and nexus rules. States are trying to tax whatever they 
can reach — hardly a new or innovative development. 

Contrary to the assertions of the Streamlined Sales Tax Project and others, 
states are moving away from harmonization. Beginning in 1 959, for example, 
states adopted uniform rules for apportioning income earned by interstate 
corporations between states for tax purposes. The apportionment formula was 
one-third based on the location of property, one-third on the location of payroll, 
and one-third on the location of sales. Many interstate businesses, of course, 
conduct sales in more states than they have property and employees, and states 
with poorer business tax climates began to insist that sales count for more than a 
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third of the apportionment formula. Today, only 14 states still have an evenly 
weighted three-factor formula, with other states having moved to double 
weighting sales or even only counting sales. As these states reached out for a 
larger share of taxes that would otherwise go to other states, they reduced 
neutrality in the tax system, burdened interstate transactions with uncertainty, 
increased compliance costs, and threatened multiple taxation of the same 
business income by different states. 

A recent nexus case involved West Virginia’s levy of a quarter million dollars in 
state taxes on a company (MBNA, now FIA Card Services) whose only 
connection to West Virginia is that some of its customers now live there.® 
Although MBNA had property and 28,000 employees around the world, none of 
them were in West Virginia. And although a quarter million dollars may not be 
considered much for a company with profits of over $1 billion per year, MBNA 
had tax liability on those profits in the slate where its employees and property 
were: Delaware. If every state were to impose similar taxes on every company, 
the negative impact on the economy would be serious. 

A business with properly and employees in a stale is properly subject to state 
taxation, as the Supreme Court emphasized in its famous Complete Auto Transit 
case in 1977.^ Known as the “benefit principle,” liability to state taxation is usually 
described as a form of payment for enjoying police protection, access to courts, 
and state-maintained roads. This idea, that a company pays taxes in return for 
benefits derived from being physically present in a state, is reflected in the test 
adopted in Complete Auto, which requires that “the tax must be fairly related to 
services provided to the taxpayer by the slate,” as well as requiring that there 
must be “a sufficient connection between the taxpayer and the state.”® 

Proponents of economic nexus argue that out-of-state businesses be subject to 
tax since their sales into the state enjoy the benefit of a functioning economy. If a 
business does not have property or payroll in a state, true application of the 
benefit principle makes these arguments less compelling. Sales over the Internet 
or through the mail that happen to pass through a state, or terminate in a state, 
do not use state services to the extent of physically present companies and in- 
state residents, if they do at all. 

At some point states must accept that the benefit of a functioning economy, 
which results in large part from good property rights and court systems, accrues 
primarily to in-state residents and businesses, and it is ultimately their 
responsibility to maintain and finance. (States are also unlikely to waive taxes on 
out-of-state residents when the economy is functioning poorly.) To allow 
interstate transactions to be nickel-and-dimed by state taxing authorities as they 
make their way across the continent would impose, and has imposed, a huge 
burden on interstate commerce. 
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In Quill V. North Dakota (1992), the U.S. Supreme Court reaffirmed the rule that a 
state cannot impose tax collection obligations on a business unless that business 
is physically present in the state.® The Court broadly recognized that states seek 
to impose greater tax burdens on businesses not physically present in the state, 
which by definition are taxes on activity occurring out-of-state. The only way to 
ensure that states are not burdening activity out-of-state more than activity in- 
state is to limit state tax collections solely to businesses with a physical 
presence. 

A Uniform Physical Presence Standard Would Decrease Transaction Costs 
for Interstate Business Activity 

Businesses throughout our nation’s history have plied their trade across state 
lines. Today, with new technologies, even the smallest businesses can sell their 
products and services in all fifty stales through the Internet and through the mail. 

If such sales can now expose these businesses to tax compliance and liability 
risks in states where they merely have customers, they will be less likely to 
expand their reach into those stales. Unless a single nexus standard is 
established, the conflicting standards will impede the desire and the ability of 
businesses to expand, which harms the nation’s economic growth potential. 

We here at the Tax Foundation track the myriad rates, bases, exemptions, 
credits, adjustments, phaseouts, exclusions, and deductions that litter our federal 
and state tax codes. The federal Income tax code in 2006 stood at 7 million 
words in 236 code sections, up from 718,000 words in 103 code sections in 
1 955. In 2005, the estimated time and money cost of complying with the federal 
income tax code was 6 billion man-hours, worth $265 billion,’® 

Frequent and ambiguous alterations of tax codes and the confusion they cause 
are a key source of the growing lax compliance burden. These costs are 
especially relevant for interstate businesses, both large and small. In the United 
States, there are over 7,400 sales-taxing jurisdictions, many with their own tax 
rates, tax bases, and lists of exemptions. The Streamlined Sales Tax Project has 
been making little progress in its effort to align sales tax jurisdiction boundaries 
with 9-digit zip codes (of which there are 38,547,080), and it has no intention of 
trying 5-digit zip codes.” So even if an Internet retailer knows the nine-digit zip 
code of his customer, that doesn’t mean he or she will know the correct tax rate. 

Retailers are stuck between a rock and a hard place, if they “play it safe" and end 
up overcharging the customer on sales tax, they are subject to a class action 
lawsuit. If they undercharge, they are subject to lax penalties and prosecution by 
the state. Here at the Tax Foundation, we have several staffers as well as 
computer-based and publication subscriptions dedicated to being up to date and 
accurate on the frequent changes to the many taxes in our country, but even we 
have trouble doing it. It would be extremely difficult for retailers who are in 
business to sell a good or service, not to conduct tax policy research. 
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Under either physical presence or economic nexus, brick-and-mortar stores need 
to worry only about the tax system where they are physically present. The same 
would be the case for online retailers under a physical presence standard. But 
under an economic nexus standard, online retailers would have to pay taxes 
based on where their customers are located. This would burden e-commerce 
more than brick-and-mortar business, and effectively impose an exit toll on 
outbound commerce. 

I live in Virginia but work in the District of Columbia. Say I go down the street to 
buy lunch from a retailer here in the District. The retailer earns money and 
ultimately pays income tax on the revenue to D C., which makes sense since 
that’s where the retailer’s property and employees are. Under economic nexus, 
however, the retailer would have to pay income taxes on earnings from the sale 
to me based on where I live — in this case, Virginia — with the money going to 
Virginia. Income taxes derived from each transaction would go to a different 
state, based on where the customer lives. This real-world application of 
economic nexus demonstrates that besides the compliance problems, the 
complexity, and the administrative burden, economic nexus just doesn’t make 
sense. Under the benefit principle. D.C. should get this money, not Virginia. 

There is a high likelihood that e-commerce would become subject to multiple 
taxation under an economic nexus standard. Under physical presence, only one 
state may claim a certain share of business income at a time. It’s easy to do — 
one just looks to see where employees and property are. 

An economic nexus rule, by contrast, complicates matters. In the MBNA case. 
West Virginia sought to tax income that is already subject to Delaware taxation. 
Even though Complete Auto says that a state cannot lax beyond its fair share, 
multiple states would assert that they are entitled to tax the income. States are 
unlikely to smooth out such agreements for the same reason that rules for 
divvying up state corporate income have become less uniform. Without a uniform 
standard, multiple taxation and substantial litigation surrounding it could arise. 

States’ adoption of economic nexus also raises questions of temporal limitations. 
How far in space and time does economic nexus go? States vary widely on how 
long nexus lasts after in-state activity occurs; three states say twelve months, the 
State of Washington says five years, two states say it ends on the day the 
physical presence ends, and in Indiana, nexus apparently lasts forever.’^ Only a 
uniform federal standard can provide a rational and comprehensive answer to the 
question of how far is too far and how long is too long. 

These problems — tracking state tax rates and bases in 7,400+ jurisdictions, 
litigation, inequity, multiple taxation, and unpredictability — are associated with 
economic nexus. A uniform physical presence standard would avoid most or 
even all of them. 
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Conclusion 

The Internet has seen an increased amount of commerce, but some seem to 
view it as a golden goose that can be squeezed without adverse effects on 
economic growth. It must be understood that the availability of many items in 
electronic commerce could be hindered if states are permitted to adopt economic 
nexus standards. States will reach for as much revenue as they can, if they 
believe that it can benefit them even at the expense of other states and the 
nation as a whole. A uniform physical presence standard would restrain these 
efforts, maintain a level playing field for all types of businesses, and reduce costs 
and burdens to interstate commerce. 

The Supreme Court is not well-equipped to move beyond the broad outlines of its 
past Commerce Clause cases. Courts can only develop doctrine in a case-by- 
case fashion, based on the facts of the particular case before it. (Additionally, the 
Court seems to have an aversion to tax cases.) Congress, by contrast, can 
obtain evidence from interested stakeholders and lake political and economic 
factors into consideration when developing new rules of taxation. This is why 
congressional action, which can be more comprehensive and accountable than 
judicial action, and can also better address issues of transition, retroactivity, and 
de minimis exemptions, may now be the best vehicle for preventing burdens to 
interstate commerce by adopting a uniform physical presence standard. It Is thus 
up to Congress to exercise its power to protect interstate commerce. 

We now live in a world with iPods and Amazon.com. It is a testament to the 
Framers that their warnings about the incentives for states to hinder the national 
economy remain true today. Some academics argue that faster roads and 
powerful computers mean that slates should now be able to tax everything 
everywhere. While some constitutional principles surely must be revisited to 
apply them to new circumstances, the idea that parochial state interests should 
be prevented from burdening interstate commerce remains a timeless principle 
regardless of how sophisticated technology may be. 
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MARJORIE CELL 


June 20, 2008 

The Honorable John Conyers, Jr. 

House Judiciary Committee 

United States House of Representatives 

Washington, DC 205 1 5 

Re: Hearing on H.R. 5267 (the Business Activity Tax Simplification Acl of 2008) 

Dear Sir. 

I am writing to express ray support of H.R. 5267 (the Business Activity Trac Simplification Act of 2008), and 
to ask that you please submit the attached law review article into the record for the hearing on this bill 
scheduled for June 24, 2008. My article, entitled Broken Silence: Congressional Inaction, Judicial Reaction, 
arid the NeedJi)r a Fed&ralty Mandated Physical Presence Standard for State Business. AciMly TaXes^^^ 
been accepted forpublication in the Pittsburgh Tax Review (forthcoming Spring 2009). 


Zm 

cxxij^y 



As my article suggests, I believe that it is imperative that Congress act to resolve the serious and 
longslandihg question of what jurisdictional staidard a state should apply in order to irapose a husiness 
activity tax on an out‘Of*state entity with no in-state physical presence. The untenable patchwork of 
Standards, in which some state taxing authorities are permitted to tax out-of-state entities that lack physical 
presence and others are not, has led w the a situation in which no business can predict whedier and where its 
commercial activities will subject it to state taxation. The lack of a clear standard directly burdens and 
disrupts the free flo w of interstate commerce that the Commerce Clause exists to protect, and creates 
impediments to the creation of a strong and unified national market. 

My article also addresses the proposals that have made by various groups for the adoption of an economic 
presence standard. For reasons outlined in my article, the imposition of anything less than a purely physical 
presence standard would create further havoc in the already contentious world of .state taxation of business 
activity. I'hat disruption will necessarily intensify’ until Congress clarifies and enacts a physical presence 
rule applying to all state taxes. 


Respectfully submitted, 

Maijorie Gell 
Asssistant Professor 



225 


Testimony of Mr. Stephen Joost, Firehouse Restaurant Group, Jacksonville, Florida 


Members of Congress, Ladies and Gentlemen 

Thank you for allowing me to testify before your committee today. 
My name is Stephen Joost. I am the Chief Financial Officer and 
Principle in Firehouse Restaurant Group, Inc. otherwise loiown as 
Firehouse Subs. Firehouse Subs is an emerging national chain of 
sandwich shops. Currently we have 312 restaurants operating from 
Las Vegas Nevada to Washington D.C. We started in Jacksonville 
Florida 13 years ago. Through our franchising efforts we 
employee over 5,000 people and have achieved national sales of 
over $200 million. Firehouse Subs has helped numerous 
employees, franchisees and area representatives achieve their 
American Dream and yes, some have become very wealthy. On 
the national level, franchising has also made a tremendous impact 
on the economy and the entrepreneurial spirit of Americans, 
According to a 2008 International Franchise Association 
Educational Foundation study conducted by 
PricewaterhouseCoopers, there are 909,000 franchised businesses 
in the United States, employing 21 million workers (directly and 
indirectly), responsible for $2.3 trillion in annual economic output. 

However, during that time, we have come across some serious 
impediments and challenges to our growth. There are always the 
usual impediments to growing a business such as competitors 
coming out with a better product, access to capital, real estate 
locations, paying competitive wages... etc. However, there have 
been several artificial barriers, complexities and tax traps created 
by Government that have hurt my business over the years that have 
led to unwarranted expenses and wasted money. I am here today 
to help explain what myself and my company have been through 
and to add suggestions as to how you can help. 

One of the more perplexing problems facing a growing business is 
interstate commerce. With our system of federal government and 
independent states, each state is allowed to create its own laws. 



226 


Testimony of Mr. Stephen Joost, Firehouse Restaurant Group, Jacksonville, Florida 


This has led to the implementation of many different laws with 
many different standards. Examples are differing disclosure 
requirements in our disclosure documents, differing sales tax 
methods and rates, and differing income tax laws and application 
thereof to name just a few. These differing laws and standards 
upon which they are applied have necessitated my company to hire 
a plethora of tax accountants and lawyers to help us comply with 
the regulations, file the various tax returns and documents each 
state requires, and to help us employ various strategies to limit our 
liabilities. Sometimes I wonder what business 1 am in. 

One of the more disturbing problems created by state governments 
is that of state income taxes and franchise taxes. As economic 
growth has slowed, so has state revenue growth. According to 
Allison Grinnell of the Rockefeller Institute, state tax revenue 
totaled $147 billion in the third quarter of 2007 — a 4.4 percent 
increase over the 3rd quarter of 2006. However, when adjusted for 
legislated tax changes and inflation, total state tax revenue declined 
by 0.6 percent. Therefore, many states are looking for money. 

One of the ways they do this is through state income taxes and by 
taxing corporations who are not located in their state through a 
mechanism called nexus. 

In its simplest form, Nexus means a connection. Certain activities, 
as insignificant as they may seem, may establish nexus (a 
connection with a state tliat subjects you to its tax laws). A 
company may have unknowingly had nexirs with a state for many 
years. It might even be responsible for back sales tax, franchise tax 
and/or income taxes, penalty' and interest for past years. Examples 
of creating nexus, that an ordinary' person would not think of are 
having a sales representative solicit business in a state, traveling 
for a meeting with franchisees in a state, traveling to inspect a 
store, even the mere solicitation of business in a state witliout 
having ever entered tlie state can trigger nexus rules. 
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Worse yet, the nexus standards between states vary widely, and 
wildly. Furthermore, the nexus standards within a state can also 
vary depending on what tax is being imposed. For example the 
nexus standards for franchise taxes can be much broader than they 
are for income taxes. This means that companies that could be 
exempt from paying income taxes in a certain state may have a 
franchise tax liability if they do business in that state depending on 
how that state defines nexus. 

Furthermore, since each state has its ovvn departments of revenue, 
interpretations on how the laws arc applied can change. 

Once a nexus is established, states also get into the game of 
apportionment. Apportionment is a formula to figure out how 
much income is attributable to a specific state’s income tax. 

These apportionment rules are often changed by the individual 
states to help them garner an advantage over other states. 

Currently, my view on the subject matter is the way states are 
imposing burdensome rules, and changing them every year is, first 
it is an unfair tax on intellectual property and secondly it has 
created a subsidy for lawyers and accountants. The fact that the 
whole Firehouse Subs concept was created in Jacksonville Florida 
and the fact that franchisees pay us a royalty tor the use of our 
name, our products, our training and methods of operation should 
not involve other states. All the intellectual property, trademarks, 
and business practices were created in Jacksonville. When people 
pay us for the use of this property, that is the essence of 
franchising. I have not heard of other states taxing the real 
physical property of other states and yet while intellectual property 
can not necessarily be consumed or touched, it is none the less of 
the same and sometimes more value than real physical property. 

I believe these rules more specifically have created an unintended 
attack on the franchise business. While I know I am not, nor my 
company is opposed to paying taxes, we are opposed to having to 
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spend hundreds of thousands of dollars to figure out how to do it 
because we have to hire an army of accountants and lawyers to do 
it. What is needed, and what 1 would recommend is a single set of 
rules defining what constitutes nexus and how it will be applied in 
the 50 states. More importantly, nexus should be defined in a more 
conservative and common sense way than is being commonly 
applied today. The fact that if 1 merely step foot in a state creates a 
taxing event is incredulous. Even at the end of the day, if I did not 
agree with your definition of nexus, that fact that there was one 
standard applied across the country would be a great relief to 
myself, my company and to the franchise world. 

Thank you for hearing me out today. I hope my testimony has 
helped shed some light on this very important topic. If you have 
any questions I will be happy to answer them. 
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The U.S, Chamber of Commerce is the world's largest business federation, representing 
more than three million businesses and organizations of every size, sector, and region. 

More than 96 percent of the Chamber's members are small businesses with 
100 or fewer employees, 70 percent of which have 10 or fewer employees. Yet, virtually all of 
the nation's largest companies are also active members. We are particularly cognizant of the 
problems of smaller businesses, as well as issues facing the business community at large. 

Besides representing a cross-section of the American business community in terms of 
number of employees, the Chamber represents a wide management spectrum by type of business 
and location. Each major classification of American business -- manufacturing, retailing, 
services, construction, wholesaling, and finance - is represented. Also, the Chamber has 
substantial membership in all 50 states. 

The Chamber's international reach is substantial as well. It believes that global 
interdependence provides an opportunity, not a threat. In addition to the U.S. Chamber of 
Commerce's 1 05 American Chambers of Commerce abroad, an increasing number of members 
are engaged in the export and import of both goods and services and have ongoing investment 
activities. The Chamber favors strengthened international competitiveness and opposes artificial 
U.S. and foreign barriers to international business. 

Positions on national issues are developed by a cross-section of Chamber members 
serving on committees, subcommittees, and task forces. More than 1 ,000 business people 
participate in this process. 
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Statement for the record on 
Business Activity Tax Hearing 
before the 

SUBCOMMITTEE ON COMMERCIAL AND ADMINSTRATIVE LAW OF 
THE HOUSE JUDICIARY COMMITTEE 
on behalf of the 

U.S. CHAMBER OF COMMERCE 
June 24, 2008 


Chairwoman Sanchez, Ranking Member Cannon, and members of the Subcommittee, the 
U S, Chamber of Commerce thanks you for the opportunity to comment on H.R. 5267, the 
“Business Activity Tax Simplification Act of 2008."’ The Chamber is the world’s largest business 
federation, representing more than three million businesses and organizations of every size, 
sector, and region. More than 96 percent of the Chamber’s members are small businesses with 
100 or fewer employees, 70 percent of which have 10 or fewer employees. Yet, virtually all of 
the nation's largest companies also are active members. The Chamber is particularly cognizant of 
the problems of smaller businesses, as well as issues facing the business community at large. 

H.R, 5267 would establish a bright-line, physical presence nexus standard for when a 
state can levy a tax on business activity on an out-of-state business. The Chamber strongly 
supports H R. 5267, the Business Activity Tax Simplification Act of 2008, 

BACKGROUIND 


The income of a multi-state business generally is subject to tax in those states where the 
business has a physical presence, such as an office or employees. However, some states have 
asserted that a business is subject to tax when it has an economic presence. Under this economic 
presence standard, states require businesses to pay tax not only where the business has offices or 
employees, but also where the business, regardless of physical presence, has sales, advertises, or 
otherwise derives income. 

H R, 5267 would provide a bright-line, physical presence standard for when a state can 
levy a tax on business activity on an out-of-state business. Further, H.R. 5267 would provide 
predictability and certainty to businesses as to what their tax liabilities are and to which states 
those tax liabilities have been rightfully incurred. 

SUBSTANTIAL NEXUS; PHYSICAL PRESENCE VS. ECONOMIC PRESENCE 
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Under the Commerce Clause of the U.S. Constitution, Congress is responsible for 
ensuring the free flow of goods and services among the states. Thus, a state tax levied upon 
products and/or services conducted through interstate commerce meets this constitutional 
standard only if an out-of-state corporation has “substantial nexus” with the taxing state.' The 
U.S. Supreme Court, in Quill Corn, v. North Dakota, ^ a case involving sales and use tax 
collection, held that a state could not levy ta.xes on an out-of-state business unless that business 
has a “substantial nexus” within the taxing state. 

Different states have interpreted the Quill decision in different manners. These different 
interpretations have resulted in states having different presence standards, based on both the type 
of tax imposed and the land of industry being taxed. 

For example, some states argue that the Quill decision is limited to sales tax. These states 
require a physical presence to levy a sales tax as mandated by Quill, but levy all other business 
taxes based an economic presence standard. The result is differing presence standards based on 
the type of tax imposed. 

Likewise, states also impose ditTerent taxes based on the kind of industry being taxed. 
This is because Public Law 86-272 prevents a state from imposing an income tax on income 
derived within the state from interstate commerce, if the only business activity within the state is 
the solicitation of orders for tangible personal property, provided that the orders are approved 
and filled outside the state. Thus, the physical presence standard would control in the case of 
businesses which produce tangible goods. Conversely, businesses which provide services or 
other non-tangible products are not explicitly protected under Public Law 86-272, Thus, this 
results in differing presence standards for different industries. 

The disparities in tax treatment that arise under current law lead to uncertainty and 
unpredictability for businesses. These uncertainties can result in litigation to settle tax disputes 
which is costly to both the taxpayers and state governments. 

PROVISIONS OF H.R. 5267 


Physical Presence Standard 

H R. 5267 would codify the physical presence standard, providing that a state or locality 
may not impose business activity taxes unless businesses have “physical presence” in the 
jurisdiction. The required physical presence is a bright line test that establishes tax jurisdiction 
where an out-of-state business has employees, has tangible or real property, or uses agents to 


' U.S. Coiistinitioii, Article I. Seaion 8, Gmise 3. 
-504 U.S. 298 (1992), 
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perform certain activities within a taxing state. 

Since H R, 5267 provides that a de minimis physical presence would not give rise to 
meeting the physical presence standard, it would allow a business to send employees into a state 
for 15 days in any year and not subject that business to an obligation for that state’s income tax. 
further, under the de minimis rule, HR. 5267 would allow employees to perform transitory 
assignments and not trigger unintended tax obligations. 

These rules would provide both a clear physical presence standard and a clear standard 
for what activities a firm can conduct within a state that will not trigger that state's taxing power. 
This would provide certainty to businesses and tax administrators and would reduce compliance 
and enforcement costs. 

Model nization of Public Law S6-272 


Public Law 86-272 was enacted 49 years ago. Since then, the U.S. economy has seen 
significant changes. Recognizing the changes in both the services and products offered as well as 
the types of companies that make up our economy, H.R. 5267 would extend the longstanding 
protections of Public Law 86-272 to all sales or transactions, not just to sales of tangible personal 
property , 

H R. 5267 also would modernize Public Law 86-272 by addressing the efforts of some 
states to avoid the restrictions imposed by Congress in Public Law 86-272. Specifically, some 
stales have established taxes on business activity that are measured by means other than the net 
income of the business. H R. 5267 would ensure that Public Law 86-272 covers all business 
activity taxes, not just net income taxes. 

CONCLUSION 


The Chamber strongly supports H.R. 5267 By codifying the physical presence standard, 
H R. 5267 would provide certainty to both businesses and tax administrators about when taxes 
can be levied, reducing compliance and enforcement costs, further, by modernizing Public Law 
86-272, H R, 5267 would treat services and products offered by all businesses in a more fair and 
equitable manner. 

Chairwoman Sanchez, Ranking Member Cannon, and members of the Subcommittee, the 
Chamber applauds your leadership in conducting this hearing and thanks you for the opportunity 
to comment on this issue. 
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